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BY WILLIAM K. STEVENS, 





An attractive trust proposal: 


the 


short-term accumulation for a spouse 


by MAURICE S. SPANBOCK & ISRAEL KATZ 


In states 


a 10-year trust to accumulate income 


attention among tax-minded people 


examines 


ees PRIMARY TAX ADVANTAGE of the 
short-term accumulation trust is that 
it is a separate tax entity. The grantor 
who successfully establishes this type of 
trust will have shifted the incidence of 
tax on trust income from himself to the 
trust. During the trust term not only in- 
come on the original trust corpus but 
income on trust accumulations will be 
taxed to the trust, with substantial sav- 
ings to the grantor whose top bracket 
may be far higher than that of the trust. 
Such a trust will have a term of at least 
10 years, with income accumulated dur- 
ing that term and with corpus reverting 
to the grantor at the end of the term. 
Such an arrangement appeals to the 
executive, the professional person, the 
writer or performer with substantial 
earned income who wants to prevent tax 
on investment income from pyramiding 
on top of his already sizable earned in- 
come. It may be a valuable instrument 
for holding property rights; a copyright 
or patent, productive of royalty income. 
Another area in which such a trust may 
be useful is the closely held corporation 
faced with the necessity of paying divi- 
dends to escape penalty tax on accumu- 
lations. 

Can such arrangements be soundly 
worked out? It must be recognized that 
they present many difficult problems 
and that, to some of the questions they 
raise, there is little or nothing in the 
way of case law or published IRS rul- 
ings to serve as a guide. In these un- 
settled areas the tax counselor will be 
sailing on a largely uncharted sea. In 
the drafting of the trust instrument and 


where local law permits the accumulation of trust income, the idea of 
for ones spouse is attracting considerable 
with high earned income. Mr. Spanbock 


the opportunities and points out the difficulties and the hazards. 


in the administration of the trust, the 
goal of the grantor and his tax coun- 
selor will be to evaluate each feature 
of the trust—its term, its beneficiaries, 
the powers retained—in the light of its 
impact on the separate income 
status of the trust. The interpretations 
to be rendered and the technicalities 
to be observed are many. But for the 


tax 


individual who is able to overcome these 
hazards, the tax savings may be great. 
The sections! of the Internal Revenue 
Code that set forth the ground rules 
for short-term trusts—that is, trusts with 
corpus reverting to the grantor or his 
estate at the end of a specified term 
of years—have been exhaustively re- 
viewed by the commentators.? 
Functionally, such a trust may be one 
of two basic kinds. It may be “simple,” 
distributing its income currently, or 
“complex,” so that the trustee will have 
the right to accumulate income pursu- 
ant to a discretionary power or a manda- 
tory The income 
ciary may be the grantor’s parents, his 


direction.5, benefi- 


children, his grandchildren, his spouse, 


1 IRC Sections 671-674. 

2 Craven, ‘Practical Uses and Problems of Short- 
Term Trusts,” N.Y.U. Sixteenth Annual Institute 
of Federal Taxation, 903; Johnson, “Trusts and 
the Grantor,” 36 Taxes 869; Woodward, “The 
“Short-Term Trust: A Useful Device for Tax Sav- 
ings in Many Situations,” 8 JTAX 242; Yohlin, 
“The Short-Term Trust—A Respectable Tax Sav- 
ing Device,” 14 Tax Law Review 109; Mansfield, 
“Short-Term Trusts and the Clifford Rules,” 
N.Y.U. Fifteenth Annual Institute of Federal 
Taxation, 837. 

® IRC Section 651(a) and (b). 

* IRC Sections 661(a), 662(b). 

5 Whether the provision for accumulation is ““man- 
datory” or “discretionary” would not appear to 
affect the income tax consequences, although it 


some unrelated person, or a charity.® 

Each kind of short-term trust, simple 
or complex and no matter who is the 
beneficiary, has many features in com- 
mon with the other kinds of irrevocable 
trusts. Each raises, however, distinctive 
considerations of drafting and adminis- 
tration, 

The specific short-term trust arrange- 
ment here considered is a complex trust 
created by a grantor for the benefit of 
his spouse. Such a short-term accumula- 
tion trust for the benefit of the grantor’s 
spouse will have a trust term of at 
least 10 years. The income will be ac- 
cumulated during the term pursuant to 
a direction or grant of discretion to the 
trustee, and the corpus will revert to the 
grantor or his estate at end of term. 

This tax-planning instrument is avail- 
able to New York draftsmen as a result 
of the 1859 amendments to New York’s 
Real and Personal Property Laws,? 
which now permit accumulations of trust 
income, provided that the accumula- 
tions commence and terminate within 
lives in being. 

In order to prevent the grantor from 
being treated as the owner, the rever- 
sion must be one that will or may rea- 
sonably be expected to take effect in 
posession or enjoyment more than 10 
years after the date when the trust is 
established.§ 

The greatest tax advantage, however, 


will be achieved if the trust term is 
actually in excess of 10 years. If the 
trust is terminated at the end of 10 


years, the last full year’s income will 
not have been accumulated and will be 
taxable to the beneficiary in the year 
of distribution. On the other hand, if 
the trust term is slightly in excess of 10 
years, the last trust year, when trust in- 
come is taxed to the income-beneficiary 
rather than to the trust, 
short period.® 


will be a 


The impact of the term of the trust 
upon the family financial situation in 
the event financial misfortunes are en- 


will affect the flexibility of administration. Query 
as to the estate tax consequences. See note 50. 

® See Mansfield, supra. 

7 New York Personal Property Law, Section 16, 
and New York Real Property Law, Section 61, as 
amended by Chapters 453 and 454 of the Laws of 
1959. 

5 IRC Section 673. The death of the income-benefi- 
ciary before the end of the 10-year period will not 
result in treatment of the grantor as owner, re- 
gardless of the life expectancy of the income-bene- 
ficiary. Reg. Section 1.673(a)-1(b). If the rever- 
sion is to take effect upon the occurrence of some 
other event, it must be one not likely to occur in 
less than 10 years. Reg. Section 1.673(a)-1(c). 

® Casner, Estate Planning, 600 (2d Ed., 1956). 

10 See, for example, New York Personal Property 
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countered is softened in those jurisdic- 
tions, like New York, that permit a 
trust to be revoked by the joint action 
of the grantor and the beneficiary.1° 
Chis right of the beneficiary to consent 
o revocation is, as a practical matter, 
limited to adults. 

It is true that the Code!? provides for 
treatment of the grantor as owner of any 
portion of the trust as to which there 
is a power, exercisable by the grantor 
or a non-adverse party or both, to re- 
vest title in the grantor. The spouse, 
however, as the  income-beneficiary, 
should be considered an adverse party 
for, if the agreement is carefully planned, 
she will be a person having a substan- 
tial beneficial interest in the trust who 
would be adversely affected by the ex- 
ercise or non-exercise of the power the 
grantor possesses respecting the trust.13 
Therefore, this right of revocation, 
New York 
should not impair the status of the 


which exists under law, 


trust as a separate taxable entity. 
Choosing the trustee 


that even the 


serve as the trustee of a 


The Code indicates 
erantor may 
short-term accumulation trust, provided 
that the draftsman complies with speci- 
fied conditions.14 If the power to ac- 
cumulate is held by the grantor or a 
non-adverse party (defined as any per- 
son not an adverse party!), the accumu- 
latecl income must ultimately be pay- 
able either: 

1. To the beneficiary from whom the 
distribution is withheld or to such bene- 
ficiary’s estate or to the appointees of 
such beneficiary (or to his alternate 
takers in default of appointment under 
a power of appointment that excludes 
from the class of appointees no one but 
the beneficiary, his estate, his creditors, 
or creditors of the beneficiary’s estate.16 
It follows from this that the grantor or 
his estate may be a possible beneficiary 
of the power or an alternate taker in 
default. If this type of power is used, 
Law, Section 23; New York Real Property Law, 
Section 118; McEvoy v. Central Hanover Bank & 
Trust Co., 247 N.Y. 27, 8 N.E. 2d 265 (1937); St. 
George V. Fulton Trust Co. of New York, 273 App. 
Div. 516, 78 N.Y.S. 2d 298 (1st Dept. 1948); 3 
Scott, Trusts, Section 338 (2d Ed., 1956). 

1‘ Whittemore v. Equitable Trust Co., 250 N.Y. 
298, 165 N.E. 454 (1929). See 3 Scott, Trusts, Sec- 
tion 240 (2d Ed., 1956). 
2 IRC Section 676. 
8 IRC Section 672 (a). 
‘ IRC Section 674 (b) (6). 
IRC Section 672 (b). 
16 TRC Section 674 (b) (6) (A). 
17 Reg. Section 1.674 (b)-1(6) (i) fc). 
*® IRC Section $74(b) (6); Reg. Section 1.674 (b)-1 
(6) (i) (b). 


then the withheld income need not be 
payable to the beneficiary from whom it 
was withheld.17 

2. To the beneficiary from whom the 
income was withheld; or, if he does not 
survive a date of distribution that could 
reasonably be expected to occur within 
his lifetime (and the “10-year plus” pe- 
riod here under discussion will in most 
instances be such a date), then to his 
appointees under any power, general or 
special, or to alternate takers in default 
of appointment; or, if he has no power 
of appointment, to designated alternate 
takers whose share have been irrevoc- 
ably specified.18 In this instance, how- 
ever, such designated alternate takers 
include the 


may not grantor or his 


estate.19 


Distribution for support 


When the grantor is the trustee of a 
discretionary accumulation trust for the 
benefit of his spouse, there is always 
the possibility that, if he should decide 
to distribute current income to _ his 
spouse, this income would be used by 
him as trustee for the spouse’s support. 
Although the grantor-trustee, it 


be assumed, will in his individual capac- 


may 


ity have a legal obligation to support 
the spouse, the income so distributed 
should be taxed to the grantor only 
to the extent that such income is actual- 
ly so used.2° The significant point here 
is that the possession of the discretionary 
power to accumulate should not result 
in the treatment of the grantor as 
owner of the trust property regardless 
of the fact that this power may ulti- 
mately, if indirectly, be used by the 
grantor to his own advantage. It is 
inclusion of 
which may provide increased tax and 
flexibility. If 
with care, there should be 


therefore a power, the 


administrative exercised 


no adverse 
rules for in- 


consequences under the 


come taxation of the short-term trust.?1! 
If the trust is a discretionary one with 
the power in the trustee who is also 


19 Reg. Section 1.674 (b)-1(6) (i) (b). 

20 IRC Section 677 (b). 

21 As to possible adverse estate tax consequences, 
see note 50. 

22 Malinckrodt, Jr., 2 TC 1128 (1943); aff’d 136 F. 
2d 1, CA-8, 1945; cert. den. 324 U.S. 871; rehearing 
den. 325 U.S. 892; see also Spies, 84 F.Supp. 769 
(DC ND Iowa, 1949); aff’d 180 F.2d 336, CA-8, 
1950. Reg. 118, Section 39.22 (a) -22; Reg. 111, Sec- 
tion 29.22(a)-22. Compare IRC Section 675, which 
specifically states that administrative powers, to 
result in the treatment of the grantor as owner, 
must be held in a non-fiduciary capacity. 

*3IRC Section 674(c). See Wickersham, “Short 
Term and Controlled Trusts,” 14 N.Y.U. Annual 
™matitute of Federal Taxation, 479 at 490. 

24 IRC Section 665 (b). 
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the spouse-beneficiary to accumulate or 
distribute in her discretion, then the 
provisions of Section 678 of the Code 
appear to come into play. This provides 
for the treatment of a person other than 
the grantor as the owner of any por- 
tion of a trust with respect to which that 
person has a power exerciseable solely 
by himself to vest corpus or income in 
himself. Thus, a power in the spouse 
as trustee to appoint income to herself 
would result in the taxation of all trust 
income to herself regardless of whether 
distribution was in fact made. 

It might be argued that, since the 
trustee holds the power to accumulate 
in a fiduciary capacity, Section 678 does 
not apply. In fact, this section, which 
deals with an area formerly covered by 
court decisions and Treasury Regula- 


tions, makes no distinction based on 
whether the power is held in a fiduciary 
or non-fiduciary Capacity.?? 

Section 678 provides, however, that 
income 
will not result in the treatment of the 


the power of command over 
trustee-beneficiary as owner unless the 
power is exercisable solely by the trus- 
tee. If the power is exercisable by sev- 
eral trustees, of which one is the bene- 
ficiary, the provisions of this section 
should not result in the treatment of 


the grantor as owner. 


Other trustees 

The grantor may select independent 
trustees, who may have all the powers 
a grantor trustee could have, together 
with additional powers under conditions 
prescribed by the Code.?% 


Tax on accumulations 


Basic to the income tax treatment of 


accumulation trusts is the “five-year 
throwback” rule, which prescribes the 
treatment of distributions of income in 
a given tax year in excess of the income 
of the current year.24 (Income is meas- 
ured in terms of “distributable net in- 
come,” which is the taxable income of 
the trust computed with certain adjust- 
ments. Reg. Sections 1.643-1, 1.643(a)-1 
1.643(a)-7.) If this excess of 
distributions in the current taxable year 


through 
over distributable net income of such 
year was accumulated at any time dur- 
ing the preceding five years, it is deemed 
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> 


to be an “accumulation distribution.”’75 
The five-year throwback rule then treats 
this excess as having been distributed 
in the year during which it was actually 
accumulated.26 The Regulations state 
that 


“thrown back” to each of the five pre- 


an accumulation distribution is 
ceding years in inverse order. That is, 
it will be taxed to the beneficiaries of 
the trust in the year the distribution is 
made or received but, in general, only 
the 
years that was not in fact distributed.?7 


to the extent of income of those 

The operation of the throwback rule 
in its simplest terms is illustrated by the 
following example: 

A calendar-year 
1958, has distributable net in- 
come in 1958 of $2,000; in 1959 of 
$4,000; in 1960, 1961, $4,000. 
The trust accumulates its income until 
1961, when it makes a $9,000 distribu- 
tion to a beneficiary. In this case, the 


trust, created Jan- 


uary l, 


none; in 


1961 distribution will be treated as hav- 
ing been $4,000 in 1961, none in 1960, 
$4,000 in 1959, and $1,000 in 1958.28 
There are statutory exceptions, set 
forth in Section 665(b), to the operation 
of the throwback rule, and these are sig- 
nificant in this type of trust. Three of 
them are particularly pertinent: 
Exception l. 
“final 


the 
the 
most significant. If payment is made to 


For our purposes, 


distribution” exception is 


the beneficiary by way of “final distribu- 


tion” of the trust, the distribution will 
be exempt from the throwback rule, 
provided that the final distribution is 
made more than nine years after the 
date of the last transfer to the trust.29 

Exception 2. The rule will not be 


applicable to distributions paid to meet 
the emergency needs of the beneficiary.3° 

Exception 3. The five-year throwback 
rule will not be applicable if the distri- 
bution of accumulated income does not 
exceed $2,000.51 Consider, for example, 
a trust that accumulates income of 
$6,000 prior to the current taxable year 
and in the current year has distributable 
$1,500, which it distrib- 


net income of 


utes. If, in the current year, such a 


trust also distributes $2,000 of accumu- 
lated income, the throwback rule will 
not apply. If it distributes $2,001 of 


the throwback 
rule will apply, not only to the $1 in 


accumulated income, 


excess of $2,000, but to the entire $2,001. 


Drafting details are critical 
Now let us move beyond these basic 


mechanics of the tax treatment of ac- 


cumulations to some of the drafting 


May 1961 


considerations in the preparation of 
the trust under discussion. 

The draftsman will keep two con- 
siderations in mind: The powers of dis- 
tribution must be such as to avoid the 
five-year throwback rule of Section 
665(b); and the rights retained by the 
grantor with respect to the trust must 
not result in his treatment under Sec- 
tion 674(a) as owner of the trust—must 
not, in other words, lead to the attri- 
bution of trust income to the grantor. 

The type of trust we have been dis- 
cussing has the grantor’s spouse for 


_ its income-beneficiary. The premature 


death of the income-beneficiary will not, 
as we have seen, lead to the treatment 
of the grantor as the owner. 

The throwback rule may apply ad- 
versely, however, if the life-beneficiary 
dies less than nine years from the date 
of the last transfer to the trust. Conse- 
quently, for maximum tax benefit, it is 
desirable to assure that the 
continue at least nine years. This can 
be done by providing for a contingent 


trust will 


income-beneficiary. 

The grantor’s children could be desig- 
nated as contingent beneficiaries but, 
if the children were minors, this would 
entail the loss of the statutory right of 
revocation we described earlier. If the 
availability of this possibility of revo- 
cation is desirable on the facts faced 
by the draftsman, it may be advisable 
to have another adult as contingent in- 
come-beneficiary. 


Trust property 

Provisions of local law, to the extent 
that they have not been altered by the 
trust instrument, will determine what 
types of investments the trustee may 
properly make. As an instance, local 
law generally imposes on a trustee the 
duty to dispose of unproductive prop- 
erty or to invest in securities legal for 
trust funds.33 Insofar as the trustee is 
not bound under the trust instrument 
by these provisions of local law, the 
grantor may have retained an important 
right of ownership over trust property, 
unless of course, the power is exercis- 
able with the approval or consent of an 
For 
if he invests in high- 
will 


funds for the income beneficiary. If he 


adverse party.34 example, the 


grantor-trustee, 
be’ accumulating 


yield property, 


invests principal cash in _ low-yield 
growth property, he may, in effect, be 
accumulating for himself, since he has a 
reversion. 


Income cash should not be transferred 


to principal and invested; since trust 
principal is to revert to the grantor and 
income accumulated for his benefit 
would be taxable to him. It is therefore 
desirable that any income which is ac- 
cumulated and invested should be kept 
segregated in a separate invested in- 
come By hypothesis the 
grantor’s purpose is to take advantage 
of a separate taxable entity. There 
would be little point in placing low- 
yield or unproductive property in a 
short-term accumulation trust. Conse- 
quently, a clause eliminating the pro- 
hibition of local law against unproduc- 
tive property may not be needed at all. 


account. 


Closed-corporation situation 

This type of trust can be particularly 
useful to a high tax-bracket grantor 
holding stock in a closely held corpora- 
tion vulnerable to attack either because 
of a large accumulated surplus*5 or 
as a personal holding company. The 
grantor may place the stock of such a 
corporation into a short-term accumu- 
lation trust with the knowledge that 
during the trust term the corporation 
may declare dividends to diminish or 
eliminate these problems and that, at 
the end of the trust term, the trust’s 
stock will revert to him. In this connec- 
tion, it should be borne in mind that 
a trust established after the Government 
has liability for personal 
holding company tax will, in all prob- 
ability, call into play the ubiquitous 
doctrine of “constructive receipt” with 
the dividend being attributed to the 
grantor.6 


asserted a 


It is vital, however, for the grantor 
to heed the provisions of Section 675(4), 
which treat the grantor as the owner of 
the trust property if certain specified 
powers of administration are exercis- 
able in a non-fiduciary capacity by any 
person without the approval or consent 
of any person in a fiduciary capacity. 

The prohibitions are particularly per- 
tinent to held 


since they are directed against the in- 


closely corporations, 


clusion of powers that will permit the 


% IRC Section 665 (b). 

26 IRC Sections 665, 666. 

27 Reg. Section 1.665-1. 

28 See the example at Reg. Section 1.666(a)-1(c). 
2 IRC Section 665 (b) (4). In illustrating the oper- 
ation of the “final distribution” exception to the 
throwback rule, the Regulations set forth an ex- 


* ample in which a husband creates an accumulation 


trust for the benefit of his wife. The trust termi- 
nates after 10 years; the accumulated income and 
the corpus are distributed to the wife. In the 
short-term accumulation trust we are discussing, 
although the accumulated income would be dis- 
tributed to the wife, the corpus, unlike that in the 
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grantor to act as trustee and control in- 
vestments and vote stocks if the holdings 
of the grantor and the trust are signifi- 
cant from the standpoint of voting con- 
trol. 

For such an administrative power to 
fall within the prohibition, it must be 
exercised in a non-fiduciary capacity. If 
the power is exercisable by the grantor 


yr anyone else as trustee, it is presumed 
to be exercisable in a fiduciary capacity, 
primarily in the interests of the benefi- 
ciaries. This presumption can be over- 
come only by “clear and convincing 
proof” that the power is not exercis- 
able primarily in the interests of the 
beneficiaries.37 Where the power is not 
held by a trustee the determination of 
whether the power is held in a fiduciary 
or non-fiduciary capacity is to be deter- 
mined from all the terms of the trust 
and the circumstances surrounding its 
creation and administration. 

Che Regulations indicate that, to fall 
within the prohibition, the holdings of 
the grantor and the trust in the corpo- 
ration must be significant from the view- 
point of voting control.38 If the stock in 
the trust is non-voting stock, this condi- 
tion would appear not to be met, since 
holdings of the trust would not be sig- 
nificant from the standpoint of control. 


Capital gains 


The trust may, without running afoul 
4 5 


of the ownership provisions, give the 


trustee a power to allocate between 
orpus and income, even though this 
provisions is “expressed in broad lan- 
cuage, 39 


will 
included to cover the matter 


Although a broad provision 


usually be 
f allocation, the draftsman may desire 

provide specifically for the treatment 

capital gains. There are several pos- 
sible ways of dealing with these gains. 
The divergent approaches raise certain 
however, which, it 


uestions, may be 


oped, will be clarified by the Service 
in future rulings. 
If the trust instrument makes no pro- 


ision for the treatment of capital 


ample in the Regulations, would revert to the 

sband on the termination of the trust. (Reg. 
Section 1.665 (b) -2(b) (4) (iii) .) 

IRC Section 665(b) (2). 

IRC Section 665(b). A fourth exception exempts 

ym the throwback rule accumulations for minors. 
Such accumulations for a beneficiary under the 
ge of 21 may be distributed tax-free at any time 
prior to the beneficiary's twenty-first birthday. If 
after the beneficiary’s twenty-first 
birthday, they will be tax-free to the extent they 
exceed distributable net income received by the 
trust subsequent to the twenty-first birthday. IRC 
Section 665(b) (1). There is one other exception, 


istributed 


gains, local law will control. In most 
jurisdictions, the gain will be attributed 
to corpus and will be taxable to the 
grantor at the time of realization by 
the trust.40 This might prove burden- 
some to the grantor, who will be liable 
for the tax, although the proceeds of 
the gain will actually be tied up in the 
trust until the corpus revests in the 
grantor pursuant to the trust terms. 

In the situation where the capital 
gain is added to corpus, one possibility 
would appear to be a provision in the 
trust instrument that the trustee shall 
pay to the grantor an amount of prin- 
cipal sufhcient to cover the income tax 
the grantor will be required to pay by 
virtue of the gain. 

Where there is a distribution of an 
amount of corpus sufficient to pay the 
income taxes due on the capital gain, 
there would appear to be three possible 
income tax questions: 

1. How shall the grantor treat the 
amount so distributed? It seems clear 
that this arnount will be taxable to the 
grantor as capital gain (Section 652(b)). 

2. Suppose that the portion of corpus 
distributable to the grantor earns in- 
come during the period prior to distri- 
bution. Will such income be taxable to 
the grantor? The probable answer to 
this question is “yes.” (See comment by 
Stanley W. Herzfeld in 12 JTAX 382, 
citing Koehler (4 TCM 219).) 

3. Will the inclusion of such a pro- 
vision for payment of “tax money” to 
the grantor result in his being treated 
as the owner of the balance of the real- 
ized gain, which will continue to be 
held in trust? In the opinion of the 
writers the Section 
673(a) provides that the grantor shall 
be treated as the owner of any portion 


answer is “no.” 


of a trust of which he may have pos- 
session or enjoyment within 10 years. 
Except for the amount of tax attribut- 
able to the gain, no amount of the 
gain can, during the term of the trust, 
pass to the grantor or be subject to his 
possession or enjoyment. Consequently, 
income attributable to such balance of 


which applies only to instruments in existence on 
January 1, 1954. IRC Section 665(b) (3) (C). 

82 See note 8. 

%3 3 Scott, Trusts, Section 240 (2d Ed., 1956). 

* IRC Section 674(a). 

* Cf. Greene, “Use of Short-Term Trusts in Tax 
Planning,”’ 99 Trusts and Estates 800, 838. 

%6 See Rev. Rul. 60-331, 1960-43 IRB 20. 

37 Reg. Section 1.675-1(b) (4) (iii). 

38 Reg. Section 1.675 (b) (4) (ii). 

8° IRC Section 674(b) (8). 

40 Reg. Sections 1.671-3(a); 1.677(a)-1(g); 3 
Scott, Trusts, Section 233.1 (2d Ed., 1956). 

4113 JTAX 191. 
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the gain should not be taxable to the 
grantor. 
Moreover, Section 674(b)(5)(A)_ in- 
cludes, among the powers a grantor- 
trustee may hold without adverse tax 
consequences to himself, a power to 
provided that the 
power is limited by a reasonably defi- 
nite standard set forth in the trust in- 
strument. The power to pay out an 


amount of corpus sufficient to meet the 


distribute corpus, 


grantor’s tax bill arising out of a capital 
gain appears to fall within this section, 
giving further support to the non-tax- 
ability to the grantor of the portion of 
the trust arising from the gain. 

Under another approach, the drafts- 
man may in the trust instru- 
ment a provision that capital gains will 
be deemed income and will, therefore, 
be subject to accumulation for the in- 
come-beneficiary, but if this is done, its 


include 


effect on the value of this income in- 
terest for gift tax purposes must be 
considered. 

As we have seen, the “final distribu- 
tion” exception to the five-year throw- 
back rule requires the final distribution 
to be made more than nine years after 
the last transfer to the trust. Will the 
treatment of a realized capital gain as 
accumulated for the in- 
come-beneficiary be deemed a “transfer” 
to the trust? 


income to be 


Ruling on Section 673(a) 


A similar question has arisen under 
Section 673(a). This section, it will be 
recalled, holds that a grantor is not the 
owner of a portion of a trust as to which 
interest if the 
least 10 
years “commencing with the date of the 


he has a reversionary 


term of the trust measures at 
transfer of that portion of the trust.” 

The question has been raised under 
Section 673(a) whether the allocation 
of realized capital gain to the income- 
beneficiary would constitute an addition- 
al transfer in trust. The Internal Rev- 
enue Service is reported to have ruled 
that “where the grantor-trustee real- 
ized capital gains that are allocable to 
income and currently distributable to the 
beneficiary, the allocation will not con- 
stitute a transfer in trust within the 
purview of 673(a).”’* 

In this ruling, the Service has con- 
sidered a trust whose income is cur- 
rently distributable. The same principle 
would appear to apply to the “final 
distribution” exception, leading these 
writers to conclude that a provision in 


the trust instrument for treating capital 
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gains as distributable to the income- 
beneficiary will not be held to consti- 
tute a further transfer in trust for the 
purpose of this exception.42 


Power to invade 

A power in the grantor-trustee to dis- 
tribute corpus to his income-beneficiary 
spouse will not result in the taxation of 
the trust to the grantor as owner if the 
trust conditions either 
Section 674(b)(5)(A)—the power is lim- 
ited by a reasonably definite standard 
forth in the trust instrument; or 
of Section 674(b)(5)(B)—the distribution 
of corpus is chargeable against the part 


meets the of 


set 


of corpus held in trust separately for the 
In 
the type of trust here under discussion, 


payment of income to the spouse. 
one or the other—or both—of these con- 
ditions would normally be met. 

In addition, such a distribution will 
be within one of the exceptions to the 
five-year throwback rule if the amount 
is paid “to meet the emergency needs” 
of the beneficiary.’’4% 

rhus, the grantor-trustee may reserve 
the right to invade principal to meet 
the emergency need of the spouse-bene- 
ficiary without himself being treated as 
owner of the trust property under Sec- 
tion 674 and without the amount so dis- 
tributed being counted as an “accumu- 
lation distribution” under the five-year 
throwback rule. 

Undoubtedly, the draftsman will think 
of other powers, the inclusion of which 
might enhance the trust’s effectiveness. 
Each such prospective power must be 
analyzed in the way we have been doing 
—that is, tested for its possible conse- 
quences under Section 674, dealing with 
attribution of trust ownership, and Sec- 
tion 665, dealing with the throwback 
procedure. 


Some gift and estate tax considerations 


The primary tax motive for a short- 


term accumulation trust is income tax 
reduction, but such a trust will have gift 
and estate tax consequences. 

Che “10-year plus” interest in income 
transferred to the spouse is a taxable 
gift to be valued as set forth in the 
gift regulations.44 A gift to a trust that 
accumulates is not a gift of a present 
interest and will, therefore, not qualify 
for the annual exclusion.45 Since the 
grantor retains a reversion, the gift is 
terminable interest and will 
not qualify for the marital deduction.4¢ 
The exemption $30,000 
is available. 


one of a 


lifetime of 


May 1961 


It should be noted that gift tax com- 
plications may be introduced if the trust 
gives to capital gains the kind of special 
treatment discussed above. For example, 
if capital gains are allocated to income, 
they may be treated as additional gifts 
in the year ot realization4? or they may 
affect the value of the initial gift. The 
problem of valuing these gifts is a dif- 
ficult with little in the way of 
precedent to serve as a guide.48 


ane 


Reducing estate taxes 

The tax planner interested in reduc- 
ing estate taxes will not, as a general 
rule, use the short-term trust as a means 
of accomplishing this. The value of the 
reversionary interest retained by the 
grantor will certainly be part of the 
taxable estate.49 As to the interest in 
income, the treatment is not so clear. 
Section 2036 imposes the estate tax on 
all interests of which the decedent 
retains possession or enjoyment or the 
right, alone or in conjunction with 
others, to designate the person who shall 
possess or enjoy. 

The Regulations (Section 20.2036-1 
(b)(2)) indicate that possession or en- 
joyment will have been retained where 
the interest may be used for discharge 
of a legal obligation of decedent. 

In those situations where, under local 
law, the grantor-trustee has the legal 
obligation to support the spouse, the 
government may contend that income 
interest is also includable in grantor’s 
estate. 

Where there is no such obligation, 
will a discretionary accumulation trust 
be deemed to bring the income interest 
within the grantor’s estate? Again, one 
that the in 
these circumstances, will seek to include 
the interest income in the grantor’s 
estate under Section 2036 or 2035.50 

If the trust provides for a power of 


may expect Government, 


distribution in the grantor-trustee, but 


such distributions are be made 
with an “ascertainable 
standard,” the income interest has been 
held not subject to estate tax, since 
the existence of the standard eliminates 
the character the 
power.5! The same reasoning would ap- 
pear to apply even more forcefully to a 
trust with a mandatory direction for the 
accumulation of income. 

We observed, in considering the in- 
come tax aspects of these trusts, the 
right under state law of the grantor 
and beneficiary to revoke. Will this right 


of revocation invoke estate taxation 


to 


in accordance 


discretionary of 







under Section 2038 of the income in- 
cerest? The Supreme Court long ago 
laid this possibility to rest in Helvering 
v. Helmholz (296 U.S. 93, 1935), where 

it stated that “Congress cannot tax as aNo cha 
transfer intended to take effect in posf@/# 91 
session or enjoyment at the death ofjvocable 
the 
whose law permits all ihe beneficiarie: 
to terminate the trust.” 

Even in the case of a trust providing 
an “ascertainable standard” or a manda- 
tory direction for accumulation, some 
of the powers we have discussed may, in 
the hands of a grantor-trustee, lead to 
includability in the gross estate under 
the doctrine dramatized by the decision 
of the First Circuit Court of Appeals able. A 
State Street Trust Co.5? the ben 
The State Street case emphasizes tha been m 
necessity, from the estate tax standpoint, less. N 
of testing each retained power to ascer- duced t 
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powers, it may lead to the conclusion 
that the grantor-trustee retair 

substantial rights to shift economic bene-|* conc] 
fits between the income-beneficiary and|‘Parita 
the grantor as owner of the reversion. mwas 6 
ary interest. 


has 


|Newma 

Such powers as the right to invest in Ex.) ST 
non-legals or to allocate items betwee: | 
corpus and income require careful ¢ 
sideration if the estate tax implicatior 
are a significant concern. 


ack + 
ry will 
ho w 
Aside from the success of the grantoi -aused 
in removing the income interest from his issued 
estate, there is one very substantial ac|WH#f€ 
complishment of the short-term accumu- 


lation trust in minimizing estate taxes: 


survivo 
after | 


The income earned by the trust and|Pany ‘ 
distributed to the spouse will not ba 
included in the grantor’s estate. |She We 
jand ne 

Conclusion the de 
For the man with high earned in- held 1 


mre ; . tificate 
come, unwilling to divest himself of any) ° 


‘}tration 


substantial amount of capital, the tax! 


. , ourt 
savings that may result from a properly 


. os show 
drafted short-term trust with provisiong®™’°W“ 
: . . tent t 
for the accumulation of income may well 


, chard 
be worth the effort required. ? 


2 The gift tax consequences may be quite complex Trust 
See Craven, “Practical Uses and Problems of tribute 
Short Term Trusts,” N.Y.U. Sixteenth Annual 


Institute on Federal Taxation, 903 at 917. i oh 
43 IRC Section 665 (b) (2). jin If 
“* Reg. Section 25.2512-5. identi 
* IRC Section 2503 (b). of his 
46 IRC Section 2523. 

47 See reference to private letter ruling in note 41, | (ruste¢ 
‘8 Craven, fn. 2, supra. capaci 
*° IRC Section 2033. 

50 See Rev. Rul. 57-366, 1957-2 CB 618. power 
1 Wier Estate, 17 TC 409. the tr 
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Wurts Estate, TCM 1960-102. 


sa D ‘“ 
see also Pierre J shoul 








e in 
, ago 
ering 
where 
as No charitable deduction for gift in de- 
pos fault of issue. Settlor established a re- 
a vocable trust for the benefit of his sec- 
State t@t@ry, income to her for life, principal 
-ariestt? be distributed to her children, if any, 


idine|WaS Tevocable, it was included 


anda 


som 


ay, In 


ad XK 
unde! 


¢ isiol 


ppeals 


es the 
point 
ascel 
other 
lusior 
taines 
bene 
‘yy ant 


Prsion 


yest il 
-twee" 
il « 


atior 


j 
Trantol 


om his 


ial a 
cumu 

taxes 
st anc 


not be 


ed in 


of any 


he tax 


roperly 


Visions 


ay wel 


complex 
blems 
Annu 


note 41, 


Pierre 


and if none, to charity. Because the trust 
in his 
eross estate when he died in 1950. The 
xecutor of his estate sought an estate 
tax refund, asserting that the estate was 
entitled to a deduction for the chari- 
table remainder. It is held, however, 
that no charitable deduction is allow- 
ible. At the date of decedent's death 
the beneficiary was 47 years of age, had 
been married for 17 years, and was child- 
No medical evidence intro- 
duced to rebut the presumption that she 
was physically capable of bearing chil- 
dren, and the court determined that 
there was insufficient basis to support 
1 conclusion that the chances that the 
, charitable remainder would be defeated 
was so remote as to be 
Estate (Bankers 
Ex.) SD N. Y., 12/30/60. 


less. was 


negligible.” 
Trust Co., 


Vewman 


ack registered in joint tenancy passed 
y will rather than gift. The decedent, 
ho was concerned about his health, 

new certificates of stock to be 
in the name of himself and his 
wife as joint tenants with the right of 
survivorship. The certificates were there- 
jafter placed by decedent in the com- 
1) pany to which the officers of the 
but not his wife had access. 
She was never informed of the transfer 
and never saw the certificates until after 
the decedent’s death. The Tax Court 
held that the wife received the cer- 
tificates by gift at the time of the regis- 
tration. This court reverses the Tax 
because the evidence clearly 
that the decedent had no in- 
tent to make a gift in praesenti. Bou- 
hard, CA-1, 1/16/61. 


1used 


issued 


safe 


company 


Court 


showed 


Trust corpus subject to power to dis- 


{tribute in “special emergency” included 


in gross estate; accumulations excluded. 
In 1931 decedent three 
identical irrevocable trusts, one for each 
f his He 
trustee until his death in 


established 
three served as sole 
1948. In his 
capacity as trustee he retained certain 
powers, including a power to distribute 
the trust property or any part thereof 
should what the Trustee deems a 


sons. 


New estate& gift decisions this month — 


special emergency arise.” It is held that 
the corpus of the three trusts is includ- 
able in decedent’s gross estate under 
1939 Code Section 811(d)(2) (similar to 
1954 Code Section 2038(a)(2)) as a trans- 
fer subject to a retained power to alter, 
amend, or revoke. The trust agreements 
furnished no guide as to what consti- 
tuted a “special emergency,” and the 
exercise of the power was said by the 
court to be left to the “unbridled dis- 
cretion of the settlor.” The court held, 
however, that accumulated income was 
to be excluded from the gross estate. 
The transfers in trust were fully com- 
pleted when made in 1931. The securi- 
ties transferred constituted the corpus, 
and since nothing remained to be done 
to complete the transfer, there was no 
basis for including the accumulated in- 
come in decedent’s gross estate. Hook 
Estate (Michigan Trust Company, Ex.), 
CA-6, 12/14/60. 


California widow’s allowance fails to 
qualify for marital deduction. Decedent, 
a resident of California, died, leaving 
40% of the residue of his estate to his 
widow and the balance to his son. The 
court in which the probate hearings 
were pending entered an order granting 
the widow an allowance for her support 
during the period of administration, 
and $10,500 was paid to her. The execu- 
tors claimed a marital deduction for the 
full $10,500, but 60% was disallowed by 
the Commissioner as a terminable in- 
terest. The balance of 40% was allowed 
because she would, in effect, receive that 
percentage of the $10,500 as beneficiary 
of 40% of the residue. The Ninth Cir- 
cuit agreed with the Commissioner and 
the Tax Court (30 TC 812), holding that 
a California widow’s allowance is a non- 
deductible terminable interest in prop- 
erty. The term property encompasses 
the estate assets; the support allowance 
is not property but an interest in prop- 
erty, which, under California law, termi- 
nates or fails upon the death or remar- 
rinee of the widow. Cunha, cert. den. 
1/16/61. 


Unrestricted power of disposition quali- 
fies life use for marital deduction. Dece- 
dent bequeathed to his widow the life 
use of the residue of his estate and gave 
her “full and complete power, without 
orders of court or accounting therefor, 
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to sell and dispose of or convert to her 
own use all or any portion of . . . said 
estate in the exercise of her sole and 
unrestricted discretion. . . .”. Upon her 
death any assets remaining in the estate 
that had not been sold, disposed of, or 
converted to the use of the widow were 
to go to decedent’s son and daughter. 
It is held that the interest passing to the 
widow qualifies for the estate tax marital 
deduction. The court found that the 
widow’s power of disposition was not 
limited to any ascertainable standard 
with reference to support and mainten- 
ance but that, on the contrary, the 
testator had expressed an intent to give 
her a power exercisable in her sole and 
unrestricted discretion. Carlson, DC ND 
Ala., 1/5/61. 


Court upsets Commissioner’s method of 
valuing closely held stock. In 1954 
Snyder made gifts of 132 shares of the 
common stock of Charlotte Coca Cola 
Bottling Company and valued them at 
$3,000 a share on his gift tax return. 
The Commissioner asserted a deficiency 
based upon a $4,620 a 
basis of 10 
times average annual earnings over a 
five-year period. It is held that the rea- 
sonable value could not exceed $3,000 
a share. The court ruled that closely 
held corporate stock cannot be valued 
reasonably by the application of any in- 
flexible formula. Here there was a clear- 
ly defined trend to lower earnings be- 
cause of rising costs of production and 
competitive conditions that had caused 
a persistent decline in sales. Snyder, 
CA-4, 1/5/61. 


valuation at 


determined 


share, the 


on 


Gifts to minors with power in guardian 
to pay income and corpus is a present 
interest. [Acquiescence] In a 1939-Code 
year taxpayer made gifts of stock to nine 
minor donees. The transfers were made 
to previously appointed guardians for 
the children (the fathers of the donees), 
who were authorized but not required 
to expend income or corpus for the 
minors’ The 
denied the annual gift tax exclusion for 
each of these transfers on the ground 


support. Commissioner 


that they were gifts of future interests 
in property. The Tax Court held, in a 
unanimous opinion, that the gifts were 
of present interests. The condition giv- 
ing the guardians discretion as to the 
payment of income was designed to free 
them of state law limitations and was 
not a restriction on the present use of 
the property imposed by the donor. 
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[The 1954 Code provides that gifts to 
specified trusts for minors qualify for 
the annual exclusion.—Ed.] Briggs, 34 
TC No. 117, acq., IRB 1961-11. 


Substitution of wife’s promissory note 
not a gift to husband. [Acquiescence] A 
husband owed $205,000 on his personal 
secured note. To help him satisfy cer- 
tain stock exchange requirements, his 
wife executed a note for a like amount, 
and the bank accepted the wife’s note in 
substitution for her husband’s note. The 
husband’s collateral was retained as se- 
curity on the obligation. The Commis- 


May 1961 


sioner determined that there had been 
a gift of $205,000. from the wife to the 
husband, but the Tax Court disagreed. 
It held that the execution and delivery 
of the note was not a taxable gift and 
that taxable transfer would take 
place unless the bank levied upon the 
wife’s separate property in satisfaction 
of judgment against her on the unpaid 
note. The court said that the bank knew 
that the wife’s resources were about $16,- 
000 and also that the wife had not in- 
tended to divest herself of any of her 
property. Bradford, 34 TC No. 107, 
acq., IRB 1961-11. 


no 


New decisions: income taxation of trusts 





Beneficiaries may recompute prior year’s 
income if loss carryback reduces the 
distributable income for that year. 
Under the 1939 Code it had been held 
that the taxation of beneficiaries on ac- 
of 
an estate in one year would be un- 
affected 


count an income distribution from 


by a carryback of operating 
loss by the estate to that year. However, 
the 1954 Code, by introducing the con- 


cept of distributable net income and 
limiting beneficiaries’ income to that 


figure, has the effect of permitting the 
beneficiaries to recompute the income 
for the year to which the loss is carried. 
of the 
trust is reduced by the loss carryback 

the 
income in excess of that dis- 


Since the distributable income 


and since beneficiaries can’t be 
taxed on 
tributable income, they now receive the 
benefit of the loss carryback. Rev. Rul. 


61-20. 


Executor recoups overpayment of estate 
tax against income tax deficiency. The 
Commissioner assessed an income tax 
deficiency against the decedent for years 


1947 through 1950. The executor paid 


the deficiency and filed a claim for a 
refund of estate taxes based upon the 
deduction of decedent’s income tax 


liability. The claim for refund of estate 
taxes filed after the expiration of the 
period of limitations, over three years 
after the estate tax had been paid, was 
disallowed. A filed 
of the 
theory of equitable recoupment, asking 


second claim was 


for refund income taxes on 
that the barred estate tax overpayment 
be offset against the income tax. This 
second claim was timely but it was also 
upon the 


second claim, the district court held, and 


disallowed. In a suit based 


this court affirms, that the executor was 
entitled to recover. The theory of equi- 
table recoupment was applicable, inas- 
much as both claims arose out the 
same subject matter and_ transaction. 
The estate tax deduction for which a 
refund would have been available was 
germane to the same subject matter as 
the income tax deficiency, and the ex- 
ecutor was entitled to offset the over- 
payment of estate tax against the in- 
come tax. Although there was fraud in- 
volved in the income tax deficiencies, 
this did not prevent the application of 
the equitable recoupment doctrine. ‘This 
situation was not brought about 
fraud on the part of the taxpayer. Bow- 
cut, CA-9, 1/17/61. 


of 


by 


*Ninety trusts not recognized as sepa- 
rate. A grantor established 90 separate 
trusts for the benefit of his son, each 
trust being evidenced by a separate in- 
strument. A nominal amount of cash 
was transferred to each trust, and some 
rental properties were transferred to the 
trusts as tenants in common. The first 
of 


checks from 


distribution income was made _ by 
each the 90 


trusts. After this, the funds were com- 


separate of 
mingled. The court does not determine 
whether the “business purpose’ doc- 
trine is applicable to the recognition 
of separate trusts. Instead, it bases its 
decision on a finding that in substance 
only one trust existed, despite the form 
of separate trusts. Boyce, DC La., 2 
15/61. 


Can’t value charitable remainder 


trust of mutuals if capital gains divi- 
dends go to income. The income of the 
trust here ruled upon was payable to 


in 








an individual; on his death the re. 
mainder was to go to a charity. The 
trustee was authorized to invest in mu- 
tual funds. The instrument provided 


that any capital gains dividends on the} 


mutuals would go to corpus. The IRS 
rules that the income and corpus in- 
terests can be valued, and a charitable 
deduction is allowed to the creator of 


the trust. If the instrument had pro-} 


vided that these dividends were income 
(or if the trustee had discretion to al- 
locate these dividends or if the local 
law would approve treating them as 
income), then the IRS rules the corpus 
interest cannot be valued and no chari- 
table deduction would be allowed. Rev, 
Rul. 55-620, which held to the contrary, 
is revoked. Rev. Rul. 60-385. 


Filing estate tax waiver for funeral ex- 
pense doesn’t make them deductible for 
income tax. Taxpayer-estate filed a waiver 
of the right to claim funeral expenses 
on the estate tax return. It now argues 
that this gives it the right to deduct 
them The 
court disagrees. Funeral expenses are not 
deductible from income tax. The pur- 
pose of the waiver is to prevent double 
deduction of items that would be allow- 
able for either tax. Accepting the tax- 
payer's argument here would permit an 


on its income tax return. 


estate to convert funeral expenses, 
claims against the estate, and similar 
items into income tax deductions simply 
by filing a waiver of estate tax claim. 
Congress did not intend this. Yetter 


Estate, 35 TC No. 82. 


Undistributed income and capital gains 
of trust taxed to settlor. In a prior de- 
cision in this case, it was held that the 
gift to a trust to spread donor's eco- 
nomic theories, not being in the public 
interest and not being presently “to or 
for the use of” the State of Pennsyl- 
vania, was not a valid and complete gift. 
Not being charitable, the trust to be 
valid required a beneficiary, and there 
was none; consequently, the creator 
could have recovered corpus at any time. 
Thereafter a motion was made for clari- 
fication of the decision in order to de- 
termine the taxability of the settlor on 
undistributed income and capital gains 
of the trust. The court says that, since 
the settlor of the 
the 


income, he is taxed on the capital gains 


trust could have re- 


covered corpus and ‘undistributed 
and ordinary income to the extent that 
it is not distributed. Holdeen, DCN. Y., 


12/29/60. 
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NEW DEVELOPMENTS IN 


ax policy & legislati 


FOR PRACTITIONERS 


#5 


American Bar Association 
recommends 10 tax changes 


Or THE 11 pRoposaALs for tax revision 
made by the Section on Taxation, 10 
were approved by the House of Dele- 
gates as the official recommendations of 
They are 
Code to: 
Permit replacement without tax 
of Liro 
voluntarily liquidated because of strikes 
or natural catastrophes. 


the American Bar Association. 


requests for changes in the 
in- 


disadvantage inventories 


2. Permit annual elections to file con- 
solidated returns. 

Eliminate estimated salvage value 
in determining cost to be spread over 
depreciable life. 

Determine useful life by a bracket- 
grouping of assets into not more than 
20 classes. 

5. Liberalize the rules for allowing 
capital gain to real estate subdividers. 
[his recommendation would permit ad- 
dition of the cost of improvements to 
the basis of the property and would 
the that the 
provements that could be made are those 
land could 


eliminate rule only im- 


which the not be 
sold. 

6. Nullify the rule of the Flora case 
by permitting suit in a Federal district 
court if only partial payment of tax is 
made. 
statute of 


limitations if no return has been filed 


7. Impose an_ eight-year 


(unless fraud is involved). 


8. Require that assessment against 


| a transferee be made within the time for 


assessing the transferor. 

Treat a person as a farmer (for de- 
claration of estimated tax) if two-thirds 
of his gross income is from farming. 

Permit an employees’ trust to in- 
vest in the secured obligations of the 
employer without regard to the 25% 
limit on such investments that are un- 
secured. 

Che that 
idopted would have urged amendment 


only proposal was not 


of the Code so as to give immunity from 
criminal prosecution to taxpayers mak- 


ng voluntary disclosure of fraud prior 


to investigation of their returns. As re- 








ported in THE JOURNAL OF TAXATION 
last month (14 JTAX 221), this item was 
referred back to the Section on Taxa- 
tion for discussion with the new Treas- 
ury officials. vr 


CED urges tax reforms to 
speed economic growth 


Tue Committee for Economic Develop- 
ment, through its Research and Policy 
Committee, is urging a program of 
specific changes in the tax law. Aimed 
at boosting production through reduc- 
ing the present obstacles to expansion, 
eight recommendations are contained in 
Growth and Taxes: Steps for 1961 

1. The upper bracket individual in- 
come tax rates should be reduced sub- 
stantially. The extremes to which these 
rates have been carried cannot be justi- 
fied on grounds of fairness and they 
have serious effects on economic growth. 
They yield very little revenue, 
great pressures for special 
allowing income to escape 


create 

privileges 
taxation in 
whole or in part, and encourage tax 
avoidance and evasion. 

A tax credit should be substituted 
for the exemption of interest on future 
issues is state and local government se- 
curities. The tax exemption costs the 
Federal government several times more 
than it reduces 
state-local borrowing costs. A tax credit 
can be devised to reduce the revenue 
loss to the Federal government without 
greatly affecting the interest costs of the 
states and local governments. This 


change would encourage wealthy indi- 


the amount by which 


in- 
vest in risk-bearing private enterprise. 

3. Business should be granted greater 
flexibility in the determination of its 


viduals, who can best afford it, to 


depreciation allowances for tax pur- 
poses. This change would stimulate 
private capital formation, just as the 


1954 provisions which permitted full 
expensing of the cost of research have 
stimulated research expenditures. More 
liberal depreciation allowances should 
have higher priority than reduction in 
the corporate rate because they would 
probably have a more stimulating effect 
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on investment expenditures per dollar 
of tax loss. 

4. To prevent abuse of the present or 
more liberal depreciation allowances, 
profits on the sale of depreciated assets 
should be taxed as ordinary income to 
the extent of the amount of deprecia- 
tion previously deducted. Under present 
law, the entire profit is taxed as a capi- 
tal gain, including the amounts already 
deducted through depreciation at ordi- 
nary income tax rates. 

5. The method of moderating the 
excessive tax burden on _ dividends 
should be revised to provide the same 
proportionate relief for taxpayers at all 
income levels. The present dividend 
credit removes a larger proportion of 
this excessive burden for shareholders 
with higher incomes. We believe that it 
will be desirable in the future to take 
further steps in reducing the double 
taxation of dividends by enlarging the 
credit, which is now very small. This 
will be possible only if a more equitable 
form of credit is adopted. 

6. Tax compliance by recipients of 
interest and dividends should be im- 
proved—if necessary through withhold- 
ing of tax on these incomes at the 
source. The leakage of revenues due to 
underreporting of these items is very 
large. Some gain may be expected from 
steps recently initiated to obtain more 
information from sources of interest and 
dividends and to increase taxpayer re- 
porting. However, if these steps do not 
greatly reduce the leakage, 
necessary 


it may be 
order to re- 
cover the large amount of revenue that 
remains uncollected. 


to withhold in 


7. Business expense accounts should 
audited carefully to prevent tax- 
payers from disguising their personal 
expenditures as business expenses. The 
Treasury should be commended for its 
efforts to see that expense accounts and 
other business deductions are correct. 
8. More funds should be appropriated 


be 


for tax enforcement and administration. 
The basic remedy for the present admin- 
istrative deficiencies is to provide more 
resources for processing and auditing 
returns and for improving the manage- 
ment of the Service. It is false economy 
to skimp on tax enforcement. 

“We recognize that adoption of these 
suggestions will not settle all of the 
difficult tax issues,” says the CED, “but 
it would be unwise to delay action until 
sufficient knowledge has been accumu- 
lated to resolve all the disputed tax 
problems at one time.” w 
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Solely-for-voting-stock test clouds 


practical mergers by C reorganizations 


by THOMAS J. HENRY 


When a corporation, trying to use a C reorganization as a practical way of achiev- 


ing merger, issues stock to a subsidiary for its assets and later liquidates the sub- 


sidiary, it runs into the question whether the two transactions should be regarded 


as one so ihat some of the subsidiary’s assets are treated as acquired for the parent’s 


shares in the subsidiary, thus violating the solely-for-voting-stock rule. As Mr. Henry 


here shows, the Winston case had upheld the separate transactions theory and, 


after some vacillation, the IRS seemed to agree, even under the current Code. 


Recently, the Bausch and Lomb case, holding to the one transaction theory, raised 


apprehensions anew. Legislation clearing up the uncertainty is unlikely because 


of the differences of opinion on what would be a practical rule. 


Aw interested in effecting a 
tax-free merger or consolidation has 
to elect one of the several types of re- 
organizations possible under Section 
368 of the Internal Revenue Code. 
The statutory merger or consolidation 
(2 Clause A reorganization) is seldom 
used because some states restrict mergers 
or consolidation with a corporation 
formed in another state or impose other 
Generally speaking, the 
mechanics of the state laws are usually 
more complicated and the use of this 
method is more expensive. In addition, 
statutes in some states permit the ex- 
change of cash, bonds, etc. If the merger 
did, in fact, involve the exchange of 


restrictions. 


cash, bonds, etc., by the acquiring or 
dominant corporation, this would not 
be acceptable to the Internal Revenue 
Service, and it would not be possible 
to get a favorable ruling on the trans- 
action. 

While a Clause B (stock-for-stock) re- 
organization is more frequently used 
than a Clause A reorganization, there 
are serious limitations to its use also. 
One of the outstanding limitations of 
the Clause B reorganization (which may 
also be a limitation of a Clause A re- 
organization) is the problem of the 
dissenting shareholder. Also, under a 


Clause B reorganization, it is difficult 


to protect oneself against the assump- 
tion of unforeseen and unexpected 
liabilities. 

In view of the serious difficulties en- 
countered in effecting a Clause A or a 
Clause B reorganization, the frequent 
use of a Clause C (stock-for-assets) reor- 
ganization is not surprising. A Clause C 
reorganization is, in fact, often the only 
method by which a tax-free reorganiza- 
tion may be achieved by the taxpayer. 
The frequency of its use does not mean 
the Clause C reorganization is without 
its own particular hazards; its “solely- 
for-voting stock’”’ requirement has been 
the source of much litigation. 

Several changes made in the 1954 
Code with respect to the definition of a 
C reorganization! are significant to our 
consideration of the “solely-for-voting- 
stock” requirement: 

1. Clause C now permits the con- 
sideration for properties to be solely 
voting stock of a corporation in control 
of the acquiring corporation. Under the 
1939 Code, the voting stock had to be 
that of the acquiring corporation. Note 
here that the stock of the acquiring 


corporation in control of the transferee’ 


or the stock of the acquiring transferee 
itself may be used but not both. 

2. Clause C now permits a reorganiza- 
tion to qualify either as a Clause A or 


a Clause C reorganization regardless of 
the fact that the acquiring corporation 
transfers part or all of the acquired 
properties to a corporation controlled 


‘by it. 


3. An exception to the solely-for-vot- 
ing-stock requirement introduced in the 
1954 Code provided that if, in exchange 
solely for voting stock, property is ac- 
quired having a fair market value of 
at least 80% of the fair market value 
of all the property of the other corp- 


oration, the remaining 20% of the fair} 


market value can be acquired for con- 
sideration other than voting stock with- 
out disqualifying the transaction as a 
C reorganization. 

A serious limitation is imposed on the 
purported statutory relaxation in 3. In 
determining whether the 80% require- 
ment is satisfied, the general rule, that 
the assumption of liabilities (or the 
taking of property subject to liabilities) 
is disregarded as consideration, is re- 
versed, and such liabilities are treated 
like money paid for the property. Thus, 
there is little practical value to this 
exception, since most asset acquisitions 
through which another corporation, in 
effect, is acquired are made subject to 
an assumption of the latter’s liabilities. 
Taking these liabilities into account as 
consideration is likely to consume all 
or most of the 20% gap thus allowed 
to be filled with money or other prop- 
erty. 


Bausch and Lomb 


The changes in the 1954 Code rela- 
tive to the solely-for-voting-stock require- 
ment represented a liberalization of the 
old law. They did little, however, to 
settle the basic problem. Taxpayers con- 
tinue to be hampered by the require 
ment that the acquisition be solely for 
voting stock, and the many problems 
left unanswered in this area of the law 
demand further attention. Until some 
satisfactory solution to the problem is 
provided, the taxpayer must look for 
guidance in the cases and the law under 
the prior Codes. There one will find 
little solace, for the treatment of this 
problem by the Commissioner and the 
courts can only be described as con- 
fusion compounded. The recent Bausch 
and Lomb? case offers an excellent il- 
lustration. In that case, Bausch and 
Lomb owned 79.9488% of the stock of 
Riggs Optical Company, whose assets 
it acquired in the taxable year 1950 
pursuant to a plan under which these 
steps were taken: First, a number of 
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shares of Bausch and Lomb voting com- 
mon stock were given to Riggs in ex- 
change for all its assets. Next, Riggs 
distributed the Bausch and Lomb stock 
to its stockholders and dissolved. Bausch 
and Lomb received in the liquidation 
shares of its own stock representing its 
ownership of 79.9488% of the Riggs 
stock. 
Commissioner determined that 
the substance of the transaction with 
Riggs was that Bausch and Lomb ac- 
quired the properties of Riggs in ex- 
change, in part, for the stock of Riggs 
owned by Bausch and Lomb and, in 
part, for Bausch and Lomb stock. Bausch 
and Lomb contended that there was a 
non-taxable reorganization under Sec- 
tion 112(b) (3) of the 1939 Code with- 
in the definition of a reorganization in 
112 (g) (1) (e). Bausch and 
Lomb’s position was that there were 
two separate and distinct transactions: 
|. It exchanged some of its stock for 
all the Riggs assets. 

2. It gave up its Riggs stock on its 
liquidation and received back its own 
stock. 

The court refused to treat the two 
as separate transactions and so held that 
Bausch and Lomb did not acquire the 
Riggs assets solely for voting stock. The 
decision of the lower court was affirmed 
by the Second Circuit. 

In a recent Tax Court case, Standard 
Linen Service, Inc.,4 the Commissioner 
cited Bausch and Lomb as authority for 
his contention that in that case a sale 
of assets was intended and did occur. 
rhe court held that each of the steps 
at issue should be recognized and given 
its full effect. The court distin- 
guished its decision in this case on the 
that Bausch and Lomb dealt 
with the law as viewed from the aspect 
of the acquiring entity. 


The 


Section 


tax 


rounds 


The law, at present, is in a state of 
confusion that can only be fully ap- 


IRC 1954, Section 368(a) (1) (C). 
Bausch and Lomb, 30 TC 602. 
Bausch and Lomb, 267 F.2d 75 (CA-2), cert. den. 

10/12/59. 

‘Standard Linen Service, Inc., 33 TC 1. 

GCM 7472, 1X-1 CB 184 (Revenue Act 1926). 
Winston Brothers, 28 BTA 1248 (1933) (Revenue 

Act 1928). 
Winston Brothers, 29 BTA 905 (1934). 

® Non-acq. XIII-2 CB 38 (1934). 

Brothers, 76 F.2d 381 (CA-8, 1935). 
Acq. (prior non-acq. withdrawn) 1941-1 CB 11. 
1940-2 CB 8. 

*GCM 21873, 1940-2 CB 223 (Revenue Act 1932). 
Rev. Rul. 54-396, 1954-2 CB 147 (Revenue Act 

1939). 

‘Peck and Peck, 42 BTA 631 (1940). 

Rev. Rul. 57-278, 1957-1 CB 124 (Revenue Act 

1954). 


Winston 


preciated by going back for a moment 
to the perplexing history of the Winston 
Brothers case. In that situation statu- 
tory requirements for a merger or con- 
solidation posed some difficulty, and the 
taxpayer either could not or did not 
wish to use a Clause A reorganization. 
Attempts to achieve a practical merger 
through the use of a C reorganization 
were challenged. 

The parent in exchange for part of 
its voting stock as a first step acquired 
all the assets of the subsidiary. The sub- 
sidiary was then liquidated. The parent 
in such a transaction clearly acquired 
“substantially all” the assets of the sub- 
sidiary. The point raising the challenge 
is whether such acquisition was solely 
for the parent’s stock. It certainly was 
solely for such stock at the end of the 
first step. The Comnnissioner objected, 
however, that the situation was fatally 
altered at the end of the next step, in 
the course of which the subsidiary was 
liquidated and, as part of the liquida- 
tion, the parent surrendered its sub- 
sidiary stock and received in return 
part of its own stock, initially given for 
the subsdidary’s assets. The Commis- 
sioner contended that the net result was 
that the parent ‘has not acquired sub- 
stantially all the assets merely for the 
parent’s stock, but that part of those 
assets were acquired as a_ liquidating 
distribution in exchange for the stock 
of the subsidiary held by the parent. 

This position was first declared in an 
administrative pronouncement under 
the Revenue Act of 1926.5 The Board 
of Tax Appeals in the Winston Brothers 
case originally sustained the Commis- 
sioner® but on reconsideration withdrew 
its decision and held for the taxpayer.? 
The Commissioner’s initial reaction was 
to disagree with the Board.8 On appeal 
the decision of the Board was affirmed.® 
Five years later the administrative posi- 
tion reversed,10 the non-acqui- 
in the Winston case 
was withdrawn,11 and an acquiescence 
substituted. The Bureau later approved 
a similar transaction under the 1932 
Act.12 In fact, that ruling went even 
further and permitted the acquiring 
corporation, by giving a waiver, to avoid 
the step of issuing so much of its own 
stock as it would receive back upon 
liquidation. As a result of this series of 
events, the impression gained credence 
in some quarters that a practical merger 
could be achieved with the C reorganiza- 
tion without encountering administra- 
tive opposition on the ground that the 


was 


escence entered 
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[Thomas J. Henry is assistant tax man- 
ager of Avon Products, Inc., New York 
City. He is also an instructor in man- 
agement accounting at the State Uni- 
versity of New York.] 





requisite exchange of assets solely for 
parent stock had not taken place. 

However, the Commissioner in Rev. 
Rul. 54-396 held that the decision in 
the Winston case was peculiar to the 
1932 Act and earlier law,18 which in- 
cluded in the category of merger or 
consolidation acquisition by one 
corporation of at least a majority of the 
voting stock and at least a majority of 
the total number of shares of all other 
classes of stock of another corporation 
or substantially all the properties of 
another corporation. The ruling held 
that the definition of reorganization in 
the 1932 Act did not bar an acquisi- 
tion of stock in another corporation by 
a corporation that had already acquired 
for cash more than 20% of the other 
corporation’s stock but that later rev- 
enue acts would bar such an acquisi- 
tion. 


an 


The reasoning in the ruling has been 
subject to much criticism. Although it 
is true that the transaction in Winston 
Brothers might not be a Clause A trans- 
action, it could be a Clause C reor- 
ganization. But the ruling says that 
Winston Brothers could not have ac- 
quired substantially all the property of 
the other corporation for its stock be- 
cause before the acquisition it owned 
68%, of the property by reason of its 
stock ownership in the other corpora- 
tion. 

Many practitioners felt that the hold- 
ing that there was not a liquidation 
exchange made Winston Brothers ap- 
plicable under the 1934 and subsequent 
Acts and that the Commissioner was 
wrong in the position taken in Rev. 
Rul. 54-396. Support for their view 
could be found in Peck and Peck'* in- 
volving the 1934 Act, where the Tax 
Court pointed out that the Commis- 
sioner’s argument (that there was a 
Section 115(c) liquidation distribution 
and not a reorganization transfer of as- 
sets by a corporation in exchange for 
voting stock of the other corporation) 
was the same as the argument he had 
advanced in the Winston Brothers case, 
which had been rejected by the court. 

In a 1957 ruling!® the Commissioner 
held that Rev. Rul. 54-396 would apply 
only in those cases in which the ulti- 
mate transferee acquires some of the 
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assets through liquidation and will not 
prevent a C reorganization under the 
1954 Code in other cases. 

Most commentators in the field had 
for some time expected the Commis- 
sioner to accept the Winston Brothers 
technique, since the change in the defi- 
nition of a B reorganization under the 
1954 Code would enable the taxpayer 
to accomplish the same result in two 
steps if the minority stockholders were 
agreeable. If the parent issued solely 
the minority 
holders of the subsidiary, this would 


voting stock to share- 
qualify as a B reorganization under the 
1954 Code, regardless of the manner in 
which the parent had acquired its ma- 
jority interest in earlier transactions 
not a part of the current plan. Having 
acquired 100% ownership, the parent 
could then liquidate the subsidiary un- 


der Section 332 of the 1954 Code. 


Other possible methods 
It is perhaps now easier to under- 


stand why the decision in Bausch and 
Lomb has caused some apprehension 
and has certainly left the law in a state 
of confusion. The Standard Linen Serv- 
ice decision offers no clarification either. 


The taxpayer who is now left with the 


Bausch and Lomb case as the latest 
word must fend for himself as best he 
can. Some relief has been provided 


under the 1954 Code. As suggested, a 

B reorganization followed by a Section 

332 liquidation might be possible. 
Consideration should be given to the 


possibility of selling enough stock 
(reccgnizing gain) to get below the 
20% limit and then coming within 


the provision of Section 369(a)(2)(B), 
which provides that, if at least 80% of 
market value of the assets are 


the fail 


acquired solely for voting stock, Sub- 
section (a)(1)(C) will apply (allowing 
up to 20% of the fair market value of 
the assets to be acquired for other 
property). As pointed out earlier, this 
may not be possible if the corporation 
being acquired has substantial outstand- 


ing liabilities that are being assumed. 


Legislative proposals 

The Advisory Group in its prelimi- 
nary report, issued in December 1957,16 
criticized strongly the solely-for-voting- 
stock requirement of the B and C re- 
organization. It recommended that, in 
lieu of the solely for-voting-stock test, 
there be substituted a requirement that 
50% of the 
exchange for 


received in 
property 


consideration 


the stock or 
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transferred, measured by fair market 
value, consist of stock of the acquiring 
corporation. The Advisory Group indi- 
cated that, in view of the stricter pro- 
visions it proposed for Section 356, 
there would of necessity be a sufficient 
continuity of interest in the stock or 
properties transferred. Section 356 as 
revised provides that in B reorganiza- 
tions boot received by shareholders can 
have the effect of a dividend and be 
taxed as such in the same manner as 
in a C or D reorganization. The Ad- 
visory Group further expressed its be- 
lief that it should be immaterial whether 
the stock received is voting or non- 
voting, since the test should be of eco- 
nomic continuity of interest rather than 
right to vote in the election of direc- 
tors or on other corporate matters. The 
Advisory Group also indicated that they 
believe preferred as welJl as common 
stock should be permitted to be 
ceived without recognition of gain or 


Tc 


loss. This recommendation was based 
on the fact that existing law permits 
voting preferred stock to be received 
in B and C reorganizations and permits 
both voting and non-voting preferred 
stock to be received in statutory mergers 
and consolidations. This recommenda- 
tion is based on the Advisory Group 
and 


consolidations be abolished as a separate 


proposal that statutory mergers 
type of reorganization and that voting 
rights be discontinued as a measure for 
determining continuity of interest. The 
Advisory Group in an attempt to settle 
the continuing uncertainty and con- 
fusion concerning the Winston Brothers 
and the Bausch and Lomb cases, has 
recommended that a specific provision 
be inserted in Section 368(a)(2)(C) stat- 
ing that for the purpose of a C reor- 
ganization the fact that the acquiring 
corporation owns stock or securities in 
the transferor corporation prior to the 
transfer shall be disregarded. 

In its Revised Report,!7 issued in 
December 1958, the Advisory Group 
made several significant changes in its 
proposals (as a result of the comments 
and criticisms of its initial proposal) 
and recommended that, in lieu of the 
solely-for-voting-stock test, there be sub- 
stituted a requirement that 6624% of 
the consideration received in exchange 
the stock or property transferred 
(measured by fair market value) consist 
of stock of the acquiring corporation. 
The suggested 6624% figure represents 
a change from the 50% figure recom- 
mended in the Advisory Group Pre- 


for 


liminary Report. The Advisory Group 
stated that it was attempting to set the 
percentage at a figure high enough to 
require a significant continued interest 
on the part of the shareholders of the 
transferor corporation and yet not so 
high as to lead to undue valuation prob- 
lems. The recommendations in the Pre- 
liminary Report concerning whether the 
stock be voting or non-voting or com- 
mon or preferred were continued in 
the Revised Report, with the percent- 
age being changed from 50% to 6624%. 
In its Revised Report, the Advisory 
Group sought to clarify the confusion 
concerning the Winston Brothers and 
the Bausch and Lomb cases by inserting 
in Section 368(a)(2)(B) a provision stat- 
ing that “for the purposes of a C 
reorganization if stock of the trans- 
feror corporation is owned by the ac- 
quiring corporation at the time of the 
transaction, then the determination of 
whether 6624% or more of the con- 
sideration received by the shareholders 
of the transferor corporation consists of 
stock of the acquiring corporation shall 
be made by assuming that the acquiring 
corporation exchanged its stock for the 
assets of the transferor corporation at- 
tributable to stock of the transferor 
corporation previously owned by the 
acquiring corporation, and that such 
stock of the acquiring corporation was 
thereupon distributed by the transferor 
corporation in pursuance of the plan.” 
In view of the restoration of statutory 
mergers and consolidations as a separate 
class of reorganization by the Advisory 
Group in its revised recommendations 
and the that statutory 
mergers and consolidations meet a con- 


requirement 


tinuity of interest similar to that in 
Clause C reorganizations, it is necessary 
to include A reorganizations in this rule 
as well. 


Practitioners differ 


After the Preliminary Report of the 
Advisory Group was published in 
December 1957, it received many mixed 
reactions from tax practitioners. The 
New York and Boston bar associations 
made studies of the Advisory Group 
report and disagreed with the Advisory 


Group in many matters of principle. 


16 Report on Corperate Distributions and Adjust- 
ments to Accompany Subchapter C Advisory 


Group Proposed Amendments. Published 12/24/57. 
Government Printing Office. 

17 Revised Report on Corporate Distributions and 
Adjustments to Accompany Subchapter C Advis- 
ory Group Proposed Amendments as Revised. Pub- 
lished 12/11/58. Government Printing Office. 
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Serious consideration was given to the 
views of these and other interested as- 
sociations. The Revised Advisory Group 
Report, published in December 1958, 
reflects many of their suggested changes. 
The Chicago Bar Association, in sub- 
mitting its study of the Advisory Com- 
mittee reports, expressed the following 
rather pessimistic view: 

“Whereas, it is the view of this Com- 
mittee that Subchapter C of the 1954 
Code is already so complicated as to 
make difficult a workable understanding 
even by tax specialists, and that the 
effect of the proposed amendments is 
to magnify these imperfections and to 
make still further basic changes in the 
tax treatment of corporate distributions 
and adjustments; and, whereas, the tax- 
paying public has a greater interest in 
simplicity and continuity of statutory 
provisions in this important area of 
federal taxation than in theo- 
rectical perfection. 


income 


[The Committee recommends that all 
of the proposed amendments to Sub- 
chapter C that 


change in basic structure or philosophy 


be rejected, and no 


should be enacted at this time.” 


It must be remembered that there 





stock 
owner equivalent to a dividend. A re- 


Preferred redemption of sole 
demption of the preferred stock of a tax- 
payer who was constructively the sole 
owner of the corporation is deemed to 
be essentially equivalent to a dividend. 
There was no liquidation or contraction 
of the corporate business; the corpora- 
tion accumulated substantial earnings 
and had never paid any dividends. 
Simon, TCM 1961-25. 


Jury finds no dividend in reorganization. 
In a rather unusual case to come before 
jury, it was found that a corporate 
reorganization did not have the effect of 
a dividend distribution. The facts are 
not fully stated, but the case apparently 
involved the separation of real estate 
from the operating assets of the corpo- 
ration. Rinkel, DC Minn., 10/11/60. 


Rent to related lessor unreasonable. A 
payment of $18,000 by a corporation for 
the rental of printing presses from a 
company owned by the wives of the 
considered un- 


lessee’s stockholders is 


reasonably high, even after considering 


is a policy conflict among tax practi- 
tioners. There are those who believe 
that greater certainty must be obtained 
and that the law should be so clear 
that there is no need for interpreta- 
tion. Those who oppose this view point 
out that, when mechanical rules are 
substituted for judgment on the merits, 
it is inevitable that taxpayers find them- 
selves on the wrong side of the many 
arbitrary lines that must be drawn and 
without any redress regardless of the 
merits of their cases. There is also the 
fact that no amount of particularization 
can possibly anticipate every case that 
may come up in the future. These are 
strong arguments for those who would 
have us return to the flexibility under 
which their 
merits. In light of this basic disagree- 
ment, it is certain we will never have 
tax legislation in this area that will 
satisfy both sides. It is suggested that a 
more realistic goal would be to strive 
Code 


cases can be decided on 


that both sides could 
work with. It is unfortunate that, despite 
the urgent 


to get a 


this 
problem, no solution appears imminent. 
It is, 


consideration given 
in fact,. unlikely that any real 
progress will be made for some time. 


the limited availability of such presses. 
The court redetermines the deductible 
rental at $8,000. International 
Gravure, Inc., TCM 1961-15. 


Color 


Transfer of indebtedness and cash to 
controlled corporation for debentures 
are tax-free; value of debentures de- 
termined. Taxpayer all the 
stock of a corporation. He exchanged 


owned 


cash, accounts, and notes payable of the 
corporation for its 20-year, 6° 
ordinated debentures. The finds 
that the indebtedness and cash trans- 


ferred constitutes “property”; the trans- 


% sub- 
court 


fer was solely in exchange for stock or 
securities of the corporation, and the 
transferor was in control of the corpo- 
ration immediately after the exchange. 
Accordingly, no gain or loss is recog- 
nized on the transfer. Taxpayer had 
donated the debentures to 
charity and claimed the full face value 
as his deduction, whereas the Commis- 
sioner asserted the bonds had no value. 
The court disagrees with both and de- 
termines a fair market value at less than 
par. Dillard, TCM 1961-30. 


some of 
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Interest allowed on debentures owned 
by stockholders in proportion to stock- 
holdings. A corporation organized to 
construct a ski-lift issued $94,200 of 7% 
debentures to its stockholders in propor- 
tion to their stockholdings in exchange 
for the of funds. The 
issuance was made after the corporate 
efforts to secure outside loans proved un- 
successful. The stockholders had origi- 
nally invested $20,000 in stock. Even 
though the 


advancement 


subordi- 
nated to the debts of the general credi- 
tors and provided that interest thereon 


debentures were 


could be postponed for up to three 
the debentures 


constituted a genuine debt, and that, 


years, court finds the 
hence, interest payments on the deben- 
tures were properly deducted. Brighton 


Recreations, Inc., TCM 1961-29. 


Excessive rental payments to related in- 
terests are disallowed. Rent paid by tax- 
payer-corporation to a principal stock- 
holder in excess of $10,000 plus a per- 
centage of profits plus payments for in- 
surance, taxes, and repairs are found on 
the facts to be excessive and unreason- 
able and therefore not deductible. The 
rentals represent at least a 15% return 
on cost of the property. Rents paid by 
prior unrelated tenants did not exceed 
$5,000. Potter Electric Signal & Manu- 
facturing Co., CA-8, 1/23/61. 

Debentures 


were 


debt; 
holds that 


real interest 


allowed. ‘This court the in- 
terest paid by the taxpayer-corporation 
on debenture bonds issued by it was in- 
terest paid on a true indebtedness 
rather than, as contended by the Com- 
missioner, dividends paid on the equi- 
valent of stock. The court stated: “The 
interest paid on the debentures had all 
of the and 


none of dividends unless inferred. The 


characteristics of interest 
debentures had no provision whereby 
they could profit or increase in amount 
of return through the prosperity of the 
corporation or by the increase in value 
of the common stock. The owners of the 
debenture had the right to receive in- 
terest semi-annually, regardless of profits 
or losses, and had to be paid in full at 
maturity regardless of whether or not 
the assets of the corporation were sufh- 
cient to pay the general creditors or 
whether the common stock holders re- 
ceived anything. At maturity, the deben- 
entitled to receive 
only the face value of the debentures 
plus interest, if any, even 
though all common and secured credi- 


ture owners were 


accrued 
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tors had been paid and the common 


stock was worth many times its face 
value.” Burke Golf Equipment Corp., 
DC Ill., 1/24/61. 


*xUnused reserve for bad debts is in 
come at liquidation. Taxpayer, a bank 
ing corporation, sold its assets and liqui 
dated within one year under 1954 Code 
Section 337. The 
taxpayer must report income of $19,000, 


Tax Court ruled that 


representing the balance of its bad debt 
reserve. The court noted the general 
rule that the balance of a bad debt re- 
serve is taxable in the year in which the - 
need for the reserve ceases. Taxpayer's 
argument that Section 337 prevents tax- 
ing of the reserve was rejected. The 
that 337 
precludes taxing to a liquidating corpo- 


court said Section merely 
ration the gain on the sale of its assets. 
The reserve was not transferred to the 
purchasing bank and none of the con- 
received was attributable to 
the reserve. This court affirms. West 
Seattle National Bank, CA-9, 2/27/61. 


sideration 


Loans were liquidating distributions; 
capital gains allowed. A group of Ameri- 
cans and Cubans formed a steamship 
company to act as a carrier of automo- 
biles under the Gulf-Havana Steamship 
Conference, which set forth and super- 
vised transportation rates. The com- 
pany accumulated substantial earnings, 
which the Cubans wished to realize but 
which the Americans did not want dis- 
because of the taxa- 
At the 


gestion of a Cuban lawyer, the corpo- 


tributed to them 


tion of dividend income. sug- 
ration adopted a plan of making loans 
to each stockholder in proportion to 
his stock holdings, pending liquidation 
of the corporation. The corporation 
adopted no formal plan of liquidation 
because Cuban law required comple- 
tion and report of liquidation within 
30 days. Within six months, the Ameri- 
can group sold their stock to the corpo- 
$38,000 cash the 
the 
books of $150,000 against the prior loans 
like The 
and the Tax Court recognized the final 


ration for some and 


simultaneous credit on corporate 


for a amount. Commissioner 
cash payment as a liquidating dividend 
to be treated as capital gain but held 
that the $150,000 received via loans was 
This 


with one dissent. Viewing 


court 
the 


ordinary income. reverses 
trans- 


actions as a whole, there was an attempt 


to liquidate the corporation, the first 
of 


of formal 


of 


“loans.” 


the issuance 


absence 


which was 


The 


step 


the 


May 1961 


corporate resolutions adopting a fixed 
plan of liquidation was not fatal be- 
cause what really counts is an intent to 
liquidate the corporation—to wind up 
its affairs, gather its resources, settle its 
liabilities, cease taking on new business, 
and then distribute to its stockholders 
all that is left. The dissent argued that 
at the time the so-called loans were 
made, a liquidation may have been con- 
templated but that no plan of liquida- 
tion had been adopted and no commit- 
ment to liquidate had _ been 
Shore, CA-5, 2/6/61. 


made. 


Rental of half its building is not sepa- 
rate business under Section 355. ‘Tax- 
payers were shareholders of a corpora- 
tion engaged in the business of real 
The 
corporation had, since 1947, owned and 
managed a building, 50% of which it 
occupied and the remainder of which it 
leased to others. In 1955 the corporation 
transferred the building to a_ newly 
corporation, distributing the 
stock of the new corporation to tax- 


estate and insurance brokerage. 


formed 


payers. The new corporation then leased 
back the building to the old corporation 
Taxpayers contended that 
their receipt of stock was tax-free under 
Section 355, which allows a 
spin-off if certain conditions are met, in- 
cluding the requirement that the old 
corporation must have conducted two or 


for 10 years. 


tax-free 


more separate businesses for a five-year 
period. The court holds that this re- 
quirement was not met, since the old 
corporation never conducted an active 
rental of real estate business. The corpo- 
50% 
and its own rental con- 


ration occupied of the floor space 
of the building 
stituted 70% of the total rental received. 


Appleby, 35 TC No. 86. 


Dividends-received deduction disallow- 
ed; sale of stock to corporation was de- 
layed until after record date. A 
endar-year corporation coniracted 


cal- 
on 
December 7, 1954, to purchase certain 
corporate stock. The contract was con- 
ditioned upon the seller receiving a “no 
action” letter from the SEC before the 
end of the year. The contract provided 
that all dividends paid or payable on 
the stock after December 7 would be the 
property of the buying corporation. A 
dividend was declared to stockholders 
of record on December 20 and was paid 
on December 31. The “no action” letter 
was received early in January 1955, and 
the sale that 
month, with the dividends being used 


was consummated later 








to reduce the purchase price. The buyer- 
corporation claimed a dividends-received 
deduction for 1955. The Tax Court dis- 
allows the deduction, since the buyer 
was not a stockholder on the record 
date. At that date the contract was 
executory only. The condition was not 
fulfilled until after the record date, so 
taxpayer is not a shareholder within the 
meaning of Section 316(a) and thus has 
not received a dividend. Joseph L. 
O’Brien Co., 35 TC No. 85. 


*Dividends on common (to corporate 
owner) reduced earnings; payments on 
preferred (to individuals) not taxable. 
Taxpayer is indi- 
vidual preferred stockholder of a corpo- 
ration, the common stock of which was 
owned practically 100% by a corpora- 
tion. 1946 a dividend on common 
stock |this would be practically tax-free 
to the corporate parent because of the 
85% dividends received credit—Ed.] had 
wiped out surplus, which had never 
been rebuilt. However, the corporate 
parent had, following the receipt of the 
dividend, purchased additional common 


[Acqutescence] an 


In 


stock for an equivalent amount of cash. 
The corporation continued to pay divi- 
dends on the preferred. The Commis- 
sioner asserted that they were taxable in 
that the 1946 transaction as a mere wash. 
The Tax Court held 
Though that common stock dividend 
might have contravened state law, it did 
reduce accumulated earnings and profits 
to zero. Consequently, the distributions 
on the preferred are not dividends for 


for taxpayer. 


tax purposes. Lundeen, 33 TC 19, acq., 
IRB 1961-11. 


Commissions to related sales organiza- 
tion found excessive. 
facturing corporation and a sales com- 


‘Taxpayer manu- 


pany were wholly owned subsidiaries of 
a parent holding company. The sales 
had 


apart from the taxpayer and no em- 


company no office separate and 
ployees other than salesmen. It employed 
no clerks, and all accounting records 
kept for it or in its name were kept by 
taxpayer’s bookkeeping department. Its 
office costs were also borne entirely by 
taxpayer. A determination by the Tax 
is sustained that, of the $120,- 
000 commissions paid by taxpayer to the 
sales corporation, $20,408.49 (an amount 
equal to sales corporation’s net income 
for the year) was disallowed as a deduc- 


tion to taxpayer as unreasonable and 


Court 


excessive for the services actually ren- 
dered. Sterno, Inc., CA-2, 2/8/61. 
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Contract based on future sales has no 
ascertainable market value. Taxpayer 
was a major stockholder of a corpora- 
tion engaged in the manufacture of a 
starch. The directors and 
stockholders adopted a plan of liquida- 
tion under which the corporate assets 


synthetic 


were sold to another corporation. Pay- 
ment was in installments and geared to 
a percentage of sales of the product pur- 
chased. If there was a default, the seller 
could reacquire the assets and treat any 
payments as liquidated damages. The 
corporation assigned the contract to tax- 
payer and its other stockholders as a 
liquidating distribution. On the facts 
the court finds that the rights to the 
future installments had no ascertainable 
fair market value on the date of distri- 
bution and that no value need be in- 
cluded for the rights in computing gain 
on liquidation. Altorfer, TCM 1961-48. 


Jury finds interest on bonds deductible. 
No facts are given in the reported 
opinion, just the jury findings. In what 
apparently involved the thin-corpora- 
tion question, the jury found that in- 
deductible on _ taxpayer’s 
bonds but not on its notes. The jury 


terest was 
also determined reasonableness of rent 
and the proper addition to a bad debt 
reserve. St. Paul Linoleum and Carpet 
Co., DC Minn., 2/7/61. 


Loss carry-forward denied because of 
lack of continuity of business of single 
corporate taxpayer. A corporation in 
the hosiery business with a history of 
1950, 1951, and 


1952 ceased operations early in 1953 


substantial losses in 
and for all practical purposes liquidated. 
It bought 348 of its 350 shares, which 
had been owned by its deceased man- 
ager, leaving control in the hands of one 
stockholder. Early in 1954 the sole stock- 
holder amended the corporate charter 
and changed the corporation’s name so 
that it could conduct an electrical heat- 
ing and plumbing business formerly con- 
ducted by him as a sole proprietorship. 
In 1954 and 1955 the new business pros- 
pered, and the corporation sought to 
deduct the losses of the hosiery business 
in prior years from the profits of the 
plumbing business. The court disallows 
the claimed net operating loss carryover. 
the 
acquired control of the corporation for 


Whether or not sole stockholder 
the purpose of avoiding income tax by 
securing the benefit of a loss deduction 
he would not otherwise enjoy, the corpo- 


ration is denied the deduction on the 


ground that the business that produced 
the income was not the same business 
that incurred the losses. The court cited 
Libson Shops (353 U.S. 382). Dudley 
Co., Inc., TCM 1961-55. 

lf 

No rulings to be issued for certain ex- 
changes under Sections 331, 337, 351, 
and 368. The IRS announces that Rev. 
Rul. 60-6 (1960-1 CB 880) 
amended to the effect that no rulings 
will be issued (1) under Section 351, in 
determining 


will be 


non-taxable exchanges, 
where an investment company transfers 
appreciated stock and securities to a 
newly organized investment company in 
exchange for the latter’s stock (TIR No. 
303, 2/9/61); (2) under Section 368, in 
determining a tax-free reorganization, 
where an investment company acquires 
the stock or assets of another investment 
(TIR No. 309, 3/3/61); (3) 
under Section 331, in determining the 
tax effect to shareholders in a corporate 
liquidation preceded or followed by the 
reincorporation of all or a part of the 
business and assets or in a liquidation 


company 


followed by the sale of assets to another 
the 
own more than a nominal amount of 
stock in the transferee (TIR No. 310, 
3/3/61); and (4) under Section 337, in 
determining the tax effect of realized 


corporation where shareholders 


gains to a corporation upon the sale of 
property under a liquidation, where 
than a amount of the 


more nominal 


transferor’s and transferee’s stock is 
owned by the same persons (TIR No 
310, 3/3/61). In addition, the IRS an- 
nounces that rulings will be suspended 
Section 351 


corporation furnishes consideration (in- 


under where a domestic 
cluding secret processes, technical assist- 
ance, etc.) to a foreign corporation in 
exchange for stock pursuant to a “know- 
how” agreement. TIR No. 308, 3/2/61. 


Preferred stock redemption was divi- 
dend. Two equal partners incorporated 
the partnership business, taking back 
both preferred and common stock. Seven 
years later a part of the preferred stock 
was redeemed equally from each stock- 
holder. The redemption had the effect 
of a dividend. The ownership in the 
corporation was unchanged by the re- 
demption. Cohen, DC N. Y., 1/26/61. 


Loss carryover disallowed; the corpora- 
tion was acquired to avoid tax. An ex- 
ecutive associated principally with cor- 
porations engaged in the manufacture 
of paper boxes and cartons acquired 


Corporations, stockholders + 271 


controi of taxpayer, a corporation that 
sold grease guns and lubricating devices 
and that had sustained net operating 
losses in prior years. Taxpayer-corpora- 
tion held no patents and had no manu- 
facturing facilities. The executive used 
taxpayer to take over a profitable West 
Coast packaging business from one of 
his corporations. The court finds that 
the principal purpose of the executive 
in acquiring all the stock of taxpayer 
was to avoid Federal income tax by 
securing the benefit of a deduction he 
would otherwise not have enjoyed. Sec- 
tion 269 (Section 129 of the 1939 Code) 
requires the disallowance of taxpayer's 
net operating loss carryover. The court 
also disallows a deduction claimed by 
taxpayer for interest on its debentures, 
acquired by the executive for a nominal 
consideration, on the same ground: his 
principal purpose in acquiring taxpayer 
was to avoid taxes. Brown Dynalube 
Co., Inc., TCM 1961-46. 


Corporation’s sale of assets at a bargain 
to seller of its stock was a dividend to 
the buyer. As part of the consideration 
for taxpayers’ purchase of stock ir a 
company, the corporation transferred 
to the selling stockholder (taxpayers’ 
uncle) insurance policies having a cash 
surrender $24,000 for only 
$12,000. The Commissioner determined 


value of 


that taxpayers received a dividend from 
the corporation to the extent of $12,000, 
in that the corporation by the bargain 
sale, in effect, paid part of the cost 
of the stock taxpayers bought. Taxpayers 
argued that the satisfaction by the corpo- 
ration of their obligation created a 
bona fide indebtedness and not a divi- 
dend. Since the alleged indebtedness was 
never recorded, no notes were exec uted, 
and no payments were made, the court 
sustains the dividend determination 
made by the Commissioner. O’Keefe, 


TCM 1961-59. 


Withdrawals 
though recorded as loans, taxable as 
dividends. the 
personal account of a stockholder who 


from corporation, even 


Substantial increases in 


owned all but one share of stock in a 
company, and representing payments of 
the stock- 
holder and withdrawals of cash, are held 


personal indebtedness of 


to constitute informal dividends and 
not loans. Although recorded on the 
books as loans, there were no notes, no 
interest payments, no definite dates of 
repayment, and no security arrangement. 


Cruser, TCM 1961-60. 
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Bar Foundation ready for 
full study of tax procedure 
[HE AMERICAN BAR FounpDATION has an- 
nounced proposed plans and a $115,- 


000 budget for a two-year study of 
Federal tax procedure. This project was 


originally suggested by the Council of 


the Section of Taxation of the Ameri- 
can Bar Association and was approved 
by the Board of Directors of the Foun- 
dation in 1958. Since then the Finance 
Committee of the Foundation has been 
arranging for funds, and a special com- 
mittee to supervise the study has been 
appointed. Except for two law profes- 
sors who are experts in civil procedure, 
the members are all tax specialists: 
David W. Richmond, Chairman; Brady 
O. Bryson, Laurence F. Casey, H. Brian 
Holland, Robert J. McDonald, William 
A. McSwain, R. Carleton Sharretts, Jr., 
Stanley S. Surrey and Profs. Benjamin 
Kaplan and Maurice Rosenberg. 

The need for such a study has been 
apparent for many years, but even the 
concerned 


Congressional committees 


with the Internal Revenue laws have 
concentrated on substantive tax matters 
and dismissed the procedural aspects 
with the observation that they should 
be examined. It is more important now 
than ever before because the growing 
number and complexity of tax disputes 
could become overwhelming with the 
advent of electronic data processing and 
fuller enforcement. 

The plan 
points out that the Tax Court, the dis- 
trict of Claims 
of forums in tax 


Foundation’s proposed 


courts, and the Court 


often offer a choice 
disputes, but with significant differences 
in procedure. ‘“The large question is to 
what extent this variety of forums and 
procedures can be rationalized and still 
be regarded as fair and appropriate by 
both taxpayers and Government.” Other 
important questions are whether these 
courts have efficient procedures for 
handling small factual cases as well as 
large legal issues, how the litigation 
policies of the IRS and the Department 
of Justice affect the work of the courts, 
and what to do about the Tax Court’s 


difficulties when it disagrees with one 


of the 11 courts of appeals. After explor- 
ing these main matters, it might be use- 
ful to study the IRS policy on rulings 
and its mechanics, or the relationship of 
IRS settlement procedure to litigation. 

It is. proposed that the actual research 
be conducted by a Project Director, pre- 
ferably a tax law professor who can de- 
vote one-half to one-third of his time, 
and by two full-time research assistants, 
probably young lawyers. This small staff, 
with an experienced secretary and a 
library, would “canvass the existing 
problems, analyze the difficulties, and 
explore the possible solutions.” Their 
conclusions would be stated in mem- 
oranda and drafts of suggestions for the 
consideration of the special committee 
or its policy subcommittee, which in 
turn would make policy judgments and 
authorize any interim reports to be 
made public. The special committee 
would generally supervise the staff's ac- 
tivities, through periodic meetings, and 
would determine the order of study of 
various topics. 

The budget does not provide for com- 
pensating committee members, but they 
could be reimbursed for travel expenses 
and they could offer a per diem to 
special consultants whom they might 
appoint for help with particular topics. 
Government officials could be invited to 
participate in certain meetings to ex- 
press their views informally; and when 
broad discussion is desired, the topic 
could be raised at the annual member- 
ship meeting of the ABA Section of 
Taxation. 

It is expected that the project will 
get started as soon as a Project Director 
has been appointed. “It would seem 
that the project would take two years 
for its satisfactory completion. However, 
a third year may turn out to be neces- 
sary. In part this would depend on de- 
cisions later reached on the exact scope 
of the project.” ¥ 


New decisions 





Election to use LIFO not timely. The 
taxpayer used the retail method of in- 
ventory valuation for its department 


stores and for the years 1944-1948 filed 
its returns on the first-in, first-out basis. 
It did not make the election required 
by the Regulations to use Liro. In 1951 
it filed claims for refund for these years, 
recomputing income on the Liro basis 
and electing to use that method. The 
Commissioner disallowed the claims, and 
this court, following Macy (255 F.2d 
884), agrees. That the Commissioner was, 
during the years in question, actively 
opposing the use of Liro by retailers 
neither prevented taxpayer from mak- 
ing the election nor estopped the Com- 
missioner from taking the position now 
that the Regulations did apply and elec- 
tion should have been made as they re- 
quired. It follows that, since the tax- 
payer did not make the election in the 
way the Regulations required, it cannot 
use Liro. Carson, Pirie, Scott & Co., 
CA-7, 2/15/61. 


Tax is paid when check is received by 
IRS. The court holds, in concluding 
that this suit was not filed within two 
years after paying the tax, that the date 
of payment is the date the check is re- 
ceived by IRS. It is not the later date 
the check is processed through the 
cashier’s office. Lovell Clay Products Co., 
DC Wyo., 1/18/61. 


Reasonable suspicion of fraud justifies 
record inspection. The IRS directed 
taxpayer to produce certain corporate 
records for the years 1944 to 1958. Al- 
though most of these years would other- 
wise be barred, there would be no 
limitation on assessment if there were 
fraud. The district court found that 
there was a reasonable suspicion of 
fraud. Its order enforcing the summons 
is affirmed. Mitchell, CA-4, 2/10/61. 


Payment to cover erroneously asserted 
tax deficiency becomes overpayment on 
date of assessment. In 1955 taxpayer, an 
estate, filed an estate tax return together 
with its remittance for the amount due. 
In 1957 taxpayer received a 30-day letter 
assessing a net deficiency of $28,500. On 
April 30, 1958, taxpayer remitted an 
additional $25,000 as a temporary pay- 
ment; in the same year taxpayer filed 
a refund claim in the amount of $25,- 
000. On June 11, 1958, taxpayer re- 
ceived a 90-day letter asserting a $25,- 
500 deficiency. In January 1960, the 
District Director sent a letter acknowl- 
edging the $25,000 payment and stating 
that no deficiency had been determined 
as yet and that the remittance was re- 
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maining on deposit. On February 5, 
1960, the $25,000 was assessed; it was 
later conceded that there was no de- 
ficiency. The question is raised whether 
the date of overpayment is May 1, 1958, 
the date of the receipt of the $25,000 by 
the District Director, or February 5, 
1960, the date when the actual assess- 
ment was made. The court holds that 
the overpayment was made on February 
5, 1960, the date of the assessment, and 
that there is an overpayment of $25,000, 
which was made after the mailing of 
the notice of deficiency. Estate of Col- 
felt, Jr.. 30 TC No. 88. 


Carryback claim not waived. Taxpayer's 
receiver in bankruptcy filed an offer to 
compromise its tax liabilities. The Gov- 
ernment claimed this offer stipulated 
that taxpayer waived any right to carry- 
back operating losses. [The provision on 
which the Government relies is not 
reproduced in the opinion.—Ed.] The 
court finds the offer had no such effect 
and allows the carryback of operating 
losses. Indianapolis Screw Products Co., 
DC Ind., 1/12/61. 


Suit permitted after 30-day letter re- 
jecting claim. After submitting its claim 
for refund, taxpayer received a “30-day 
letter” from the IRS rejecting the claim 
ind allowing 30 days in which to sub- 
mit a protest. The court holds this letter 
and 
starts the two-year period in which tax- 
payer can file suit. Register Publishing 
Co., DC Conn., 12/9/60. 


is a determination of the claim 


Taxpayer may inspect own returns. The 
court orders the Government to permit 
taxpayers to inspect and copy his indi- 
vidual return and the fiduciary return 
he filed as a trustee. These returns were 
pertinent to a suit filed by taxpayer. 
Ross, DC Ill., 12/23/60. 


Corporate return is void; was signed by 
one officer only; no statute of limita- 
tions. [Old law] 
tive tax returns signed by its president 


Taxpayer filed tenta- 


and secretary for the fiscal year ending 
February 29, 1944, on May 15, 1944, and 
received an extension of time to file its 
final returns. In July 1944, taxpayer filed 
its final returns signed only by its sec- 
retary. In 1947 and 1948 taxpayer and 
the Commissioner executed a waiver 
Forum 872) purporting to extend the 
period of limitations on assessments to 
1949. Taxpayer made a series of pay- 
1945, 


ments, the last of which was in 


and filed a claim for refund with respect 
to the fiscal year ending in 1944 in June 
1949. The Commissioner contended that 
taxpayer did not file a valid return, since 
the return was executed only by tax- 
payer’s secretary and that Section 52(a) 
of the 1939 Code required the signature 
of the president, vice-president or other 
principal officer, and treasurer, assistant 
treasurer, or chief accounting officer; 
that more than two years have elapsed 
since payment of the tax; and that, 
therefore, the claim for refund is un- 
timely and barred. The court agrees, re- 
jecting the taxpayer’s arguments that (1) 
the secretary’s signature was sufficient 
under Section 52(a); (2) the return, 
coupled with the previous tentative re- 
turns, which were correctly executed, 


amounted to a correct return; and (3)’ 


the waiver extended taxpayer's time to 
file for a refund. This latter argument 
is rejected on the ground that, since no 
returns were legally filed, there 
period of limitations that can be ex- 
tended and that the waiver is a nullity. 
[Section 6062 of the 1954 IRC requires 
the return to be signed by only one 
officer—Ed.] General Instruments Corp., 
35 TC No. 92. 


is no 


Two returns required when Section 
1361 proprietorship is incorporated. 
Two corporate returns must be filed for 
the year in which a proprietorship elect- 
ing to be taxed as a corporation under 
Section 1361 is incorporated. The pro- 
prietorship and the corporation are 
separate entities. The proprietorship’s 
corporate return reflects operations up 
to the date of incorporation. The new 
corporation’s return will reflect only 
transactions subsequent to incorpora- 
tion. Rev. Rul. 61-41. 


Interest on interest allowed under 1939 
Code. Reversing the district court, this 
court allows the Government to collect 
interest computed on a deficiency plus 
1939 Code. It holds 
that this is clearly permitted, although 


interest under the 
the 1954 Code changed the rule. Glasser, 
CA-7, 3/1/61. 


Interpret agreement to extend limita- 
tions statute for test case. 
entered 


‘Taxpayer 


into an agreement with the 
extend the 


limitations for bringing suit for refund 


Government to statute of 
until final decision in a test case. At the 
time of the agreement, the Government 
had a decision against it in the lower 
court. The test case was then settled by 


Effective tax procedures + 273 
stipulation in the lower court, and 


there was no appeal. Construing the 
agreement to extend the statute, the 
court holds that the period could not 
run against before it had 
notice of the premature termination of 
the test case. Socony Mobil Oil Co., Ct. 
Cls., 3/1/61. 


taxpayer 


Jurisdiction denied; issue was not prop- 
erly pleaded. The sole question pre- 
sented by the pleadings was whether 
purchases and sales of a particular stock 
by taxpayers in connection with call 
options were lacking in substance. In 
his brief the Commissioner conceded 
the transactions were of legal effect and 
significance and devoted his arguments 
to new questions, which he affirmatively 
raised for the first time. The court holds 
the questions not raised by the pleadings 
but presented only in the brief could 
not be considered. Since the Commis- 
sioner abandoned the only issue raised 
by the pleadings, the transactions are 
fide. 


recognized as bona 


TCM 1961-69. 


Weinmann, 


Mitigation provisions do not apply once 
1938 
payer’s wife gave her notes to a bank, 


litigation becomes final. In tax- 
receiving certain notes of her husband 
held by the bank. In 
brother, and his wife, purchased the 
wife’s $100,000 note for $50,000. Neither 
taxpayer nor his wife reported the $50,- 


1946 taxpayer’s 


000 in their separate returns as income 
(forgiveness of debt), and the Commis- 
sioner asserted separate deficiencies 
against them. The Tax Court held that 
the taxpayer’s wife realized income in 
1946 but that taxpayer did not. Tax- 
payer’s wife appealed; the Commissioner 
did not. The Court of Appeals reversed 
the Tax Court and held that taxpayer's 
1957, 


after the statute of limitations had run, 


wife did not realize income. In 


the Commissioner mailed a notice of 
deficiency to taxpayer, again determin- 
ing that he had realized $50,000 income. 
The Commissioner relied on Sections 
1311-1315 of the IRC of 1954, 


mitigates the effect of the 


which 
statuie of 
The 
that, even if it 


certain Tax 
held 


that the 


limitations in cases. 


Court then is as- 
the wife's 
case implied the husband was taxable, 
Congress did not intend that the miti- 


sumed decision in 


gation provisions apply to a return al- 
ready litigated. The Commissioner could 
have appealed the Tax Court determina- 
tion in favor of the taxpayer. Bradford, 
34 TC No. 106, acq., IRB 1961-11. 
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What treatment for non-employee stock 


options? Underwriters’ position difficult 


by ARTHUR FLEISCHER, JR., & RICHARD M. MEYER 


The Treasury's proposed Regulations on stock options compensating non-employees 


were short-lived but they were, the authors believe, soundly based in taxing the 


options at receipt. The valuation aspect of the proposals were, however, unduly 


rigid. The authors examine the business use of these options or warrants, analyze 


the few but significant cases, and consider the important differences from the more 


familiar employee stock options. 


o meneioe UNDERWRITERS often receive 
warrants to buy stock of the issuing 
corporation as partial compensation for 
their participation in an underwriting. 
These warrants represent an ideal in- 
vestment opportunity. For a small cash 
outlay, the underwriter obtains a high 
leverage position; he has a call on the 
underlying stock, which can rapidly ap- 
preciate if the stock does.? 

The tax treatment of these warrants 
intensive, and 
fluctuating, treatment from the Treas- 
ury.2 The initial Section 421 


has recently received 
Treasury 
Regulations pertaining to non-restricted 
employee stock options? were probably 
applicable to warrants received by an 
underwriter. An employee was defined 
as any person who performs services for 
compensation. An option was defined 
as a right or privilege of an individual 
to purchase property from any person 
by virtue of an offer continuing for a 
stated period of time, whether or not 
irrevocable, to sell such property at a 
stated price.6 Under these Regulations, 
an option holder was taxed at the time 
of the exercise of the option in the 
amount of the difference between the 
option price and the fair market value 
of the stock, less the cost, if any, of the 
option. The time of receipt of the op- 
tion as a taxable occasion was signifi- 
cantly omitted. 

In TD 6481, the Treasury amended 
these Regulations by making the exis- 
tence of an employer-employee relation- 
ship dependent on the definition of 


these terms for income tax withholding 
purposes.8 An employer-employee re- 
lationship was therefore deemed to exist 
“when the person for whom services 
are performed has the right to control 
and direct the individual who performs 
the services, not only as to the result to 
be accomplished, but also as to the de- 
tails and means by which that result 
is accomplished.”® Under this definition, 
an underwriter was excluded from the 
employee classification and thus fell 
outside Section 421 Regulations. How- 
ever, at the time of promulgation of 
TD 6481, the Treasury announced it 
was studying the problems of stock op- 


tions received by independent con- 


tractors, such as underwriters.1° 


1 It will be assumed in this article that the under- 
writer is given the opportunity to purchase the 
warrants at a discount (or receives them for no 
consideration) in partial compensation for his 
services in distributing publicly the stock of the 
issuer and, therefore, as with any “employee’’ bar- 
gain purchase, should be charged with income. 
Reg. Section 1.61-2(d) (2). This compensation ele- 
ment is perhaps clearest with respect to a “best 
efforts” underwriting, where the underwriter acts 
as agent for the issuer in selling the stock and is 
given the opportunity to buy “cheap stock.’”’ In a 
“firm commitment” underwriting, on the other 
hand, the underwriter purchases the stock from 
the issuer and then resells as principal to the pub- 
lic. Here the underwriter assumes a risk position, 
as he will bear the loss if the public offering is a 
failure. In this case, the underwriter may argue 
that no compensatory bargain purchase for serv- 
ices is involved, since he is in the position of a 
true purchaser and should only be taxed on resale 
of the acquired property. Arguably any discount 
from the fair market value of the purchased stock 
represents the risk factor in buying a large block. 
Moreover, any increase in value of the stock as a 
result of the creation of a public market for it 


On December 3, 1960, the Treasury 


issued completely revised proposed 
Regulations applicable to non-restricted 
employee stock options and, in so do- 
ing, made them applicable to under- 
writers.11 Subsequently, on January 20, 
1961, the Treasury withdrew the pro- 
posed Regulations insofar as they per- 
tained to underwriters and indicated 
that the problem of options received by 
independent contractors again was un- 
der study.12 

Before examining the aborted Treas- 
ury proposals, we should consider the 
judicial treatment of warrants received 
as compensation. In general, this au- 
thority indicates that an underwriter, 
compensated by freely transferable war- 
rants, will probably recognize income 
in the amount of the difference between 
their fair market value upon receipt and 
the price paid for them. The fair market 
value of a warrant is comprised primar- 
ily of two elements: (1) an initial spread 
between the exercise price of the war- 
rant and the fair market value of the 
stock and (2) the “call” feature of the 
warrant—the right to purchase stock at 
a fixed price over a specified period of 
time.18 Thus, even though the exercise 
price is greater than the stock’s value 
on issuance, the warrant may still be 
valuable as a right to buy the stock over 
a stated period of time.14 

There is considerable authority for 
the position that an underwriter is in 
receipt of income upon purchase of a 
warrant and not upon the subsequent 
exercise if the purchase is for less than 
fair market value or no consideration. 
In Smith'5 the Supreme Court indi- 
cated by way of dictum that the receipt 
of an option would be taxable to an 


stems from the underwriter’s services in distribut- 
ing the stock. Therefore, to tax the underwriter on 
any retained shares would be to tax him on im- 
puted income. Finally, it is arguable that the is- 
suer sells no specific shares to the underwriter at 
a discount for his services. It is only interested in 
receiving a specified consideration for all the 
shares sold to the underwriter and is unconcerned 
with their resale by him. The underwriter would 
accordingly allocate the consideration paid for the 
shares uniformly to each share acquired. On bal- 
ance, however, we believe that, even in a firm 
commitment underwriting, the underwriter is per- 
forming primarily a service function and that 
shares retained by him for his own account. rather 
than publicly distributed, should result in income 
if purchased at a discount. This service function 
is shown by the obligation in the underwriting 
agreement that the underwriter use his efforts to 
publicly distribute the acquired shares. Moreover, 
the market risk element in the purchase is fre 
quently minimized by the underwriter’s not sign 
ing the purchase agreement until the day prior tc 
the effective date of the registration statement. A 
further insulation from market risk is provided 
to the underwriter by the prevalent use of the 
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employee where the option had a fair 
market value. The Court reiterated this 
position, again in a dictum, in LoBue.16 

Stone Estate is the leading case stating 
that an individual receives taxable in- 
come when he receives assignable war- 
rants for services.17 There the taxpayer, 
president of the issuer, purchased assign- 
able warrants, exercisable at a price 
$1.25 per share greater than the market 
price of the stock on the date of issu- 
The warrants protected 
against dilution, and there was no re- 
quirement that the taxpayer be em- 
ployed at the time of exercise. The 
Commissioner attempted to tax the exer- 
cise spread; the taxpayer argued that 


ance. were 


the compensatory value at receipt was 
income. The court held that the tax- 
payer received property of value and 
income in the year of receipt of the war- 
rants and that subsequent appreciation 
was capital in nature. Later cases have 
indicated that this is the proper result 
in the case of transferable 
conditions on 


jarrants 


without exercise at the 


time of receipt.18 


Income when restrictions end? 

\n underwriter may receive as com- 
pensation a restricted warrant to pur- 
chase stock. Typical restrictions might 
be a prohibition against transfer of the 
warrant or limiting the right to exercise 
the same only if certain conditions are 
fulfilled.19 In under- 
writer may escape tax upon receipt of 
the warrant on the theory that the war- 
rant 


such a case, the 


has no fair market value at that 
point because of the restrictions.?° 


It is not clear when, and in what 


amount, the underwriter receives tax- 


able compensation where tax upon re- 


‘market out” clause, enabling the underwriter to 
eancel its obligation in the event of a substantial 
market fluctuation. Furthermore, the opportunity 
to purchase the bargain stock (which the under- 
writer intends to hold for investment) may prop- 
erly be viewed as granted to the underwriter in 
exchange for his promise to distribute the stock 
intended for the public. The compensation element 
perhaps appears strongest where the bargain se- 
curity is different from the public stock, as where 
the underwriter receives warrants. The risk ele- 
ment in a firm commitment agreement may be 
taken into account by an appropriate reduction in 
the amount of income charged, as in the case of 
the “blockage rule.” An underwriter must place 
iy security in an investment account within 30 
days of its purchase to receive capital gain treat- 
ment on its disposition. Section 1236. 

See generally Fried, The Speculative Merits of 
Common Stock Warrants (1959). 

See McDonald, “IRS errs in denying that non- 
restricted options can be compensation at grant,”’ 
12 JTAX 331 (1960); Osborn, “Package deal is 
best for lender taking stock warrants to sweeten a 
loan,” 13 JTAX 854 (1960). 

Reg. Section 1.421-6(a) (1959). 


ceipt is avoided. The Commissioner 
and 
amount of spread then is the proper 
point and measure, rather than the mo- 


ment of release of restrictions.2! 


may argue that time of exercise 


This 
approach represents an attempt at ad- 
ministrative simplicity; it defers the in- 
come to a later date, allowing greater 
surveillance of the transaction. It further 
obviates the necessity of valuing the 
option when the restrictions are re- 
leased, if this occurs prior to the time 
of exercise. Furthermore, the existence 
of restrictions on the warrant may be 
regarded as evidence of the fact that 
exercise spread was the intended com- 
pensation. 

On the other hand, it may be argued 
that income should be recognized upon 
the release of the restrictions of the 
warrant.22 This is the moment at which 
the underwriter is first truly compen- 
sated for services by receiving property 
with a fair market value. Further, the 
compensation should be limited to the 
lesser of the fair market value of the 
warrant (valued without regard to re- 
strictions) at the time of receipt or the 
release of restraints.23 The initial bar- 
gain spread is a sensible maximum. As 
the underwriter has fully performed his 
services upon completion of the under- 
writing, no rational connection exists 
between subsequent appreciation in the 
warrant and his intended compensation. 
Furthermore, a lesser spread on release 
of restrictions should be used where ap- 
plicable, since at this point the under- 
writer may first exercise complete rights 
of ownership over the warrant. 


Income at exercise? 


Admittedly in several instances where 


5 Reg. Section 1.421-6(b) (2) (1959). 

® Reg. Section 1.421-6(b) (1) (1959). 

7 Reg. Section 1.421-6(c) (1959). 

5 TD 6481, 1960 IRB 32 at 34. 

® Reg. Section 31.3401(c)-1(b); see also Rev. Rul. 
246, 1957-1 CB 338. 

1o TD 6481, 1960 IRB 32 at 34. 

11 Proposed Reg. Sections 1.61-2, 1.61-14, 1.421-6, 
25 Fed. Reg. 12414, 12/3/60. 

12 TIR 293, 1/20/61. 

18 Graham and Dodd, Security Analysis, 570-71 (3d 
ed., 1951). 

4 Piper, 5 TC 1104, 1110 (1945). 

324 U.S. 177, 181-82 (1945). 

16 351 U.S. 243, 249 (1956). 

17 210 F.2d 338, CA-3, 1954. 

8 McNamara, 210 F.2d 505, CA-7, 1954; Ogsbury 
Estate, 258 F.2d 294, CA-2, 1958 (dictum), aff’g 
28 TC 93 (1957) (dictum). 

” Restrictions on transfer or exercise of the war- 
rant may be required by the Securities and Ex- 
change Commission, State Blue Sky Laws, or the 
issuer. See, e.g., Rule 253, 17 CFR Section 230.253 
(Supp. 1960). 

2° Certain types of restrictions may cause property 
to have no value for income tax purposes. See, e.g., 
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[Arthur Fleischer, Jr., and Richard M. 
Meyer are members of the New York 
bar. Mr. Meyer is associated with the 
firm of Hays, Sklar & Herzberg. A 
longer and fully footnoted article on 
this topic by Messrs. Fleischer and Meyer 
appears in the November 1960 issue of 
Tax Law Review.) 





employees have received restricted op- 
tions, the courts have indicated that the 
time of exercise is the recognition 
point.24 Also, the Supreme Court has 
seemingly given its approval to this 
practice.25 However, in these cases there 
is no that the restrictions 
expired prior to exercise of the option. 


indication 


Thus, to tax the employee in such cir- 
cumstances on may be the 
equivalent of taxing on expiration of 


exercise 


these cases 
do not preclude taxing the underwriter 
on release of restrictions, if that point 
is prior to the exercise date. Indeed, 
such a tax on release of restrictions was 


the restrictions. Therefore, 


sanctioned in an early Board of Tax 
Appeals decision.?6 

Furthermore, the employee option 
cases are distinguishable from the under- 
writer warrant situation to the extent 
that employment by the 
option holder is a condition of exercis- 


continued 


ing the option.*7 In such a case it can 
be argued that the company compen- 
sates the employee only when the op- 


tion is exercised. Because of the con- 


dition of continuous employment, it is 
only upon exercise of the option and 
receipt of the stock that the employee 
first obtains his compensation. More- 
over, the employee contributes to the 
spread on exercise by his employment. 


On the other hand, an underwriter 


Helvering v. Tex-Penn Oil Co., 300 U.S. 481 
(1936); McDonald, 230 F.2d 534, CA-7, 1956; 
O'Malley v. Ames, 197 F.2d 256, 257, CA-8, 1952. 
“The traditional position of the Treasury has 
been to tax an employee upon exercise of an op- 
tion. Reg. Section 1.421-6(c) (1959); LoBue, 351 
U.S. 243, 249 (1956). 

2 The release of restrictions may be a taxable 
event. Reg. Section 1.421-6(c)(2)(i) (1959); 
Ogsbury Estate, 258 F.2d 294, 296-97, CA-2, 1958 
(dictum). Contra, Lehman, 17 TC 652, 654 (1951), 
acq. withdrawn, TIR No. 248, 8/29/60, as reported 
in CCH {6601 (1960). 

2% Cf. Choate, 129 F.2d 684, CA-2, 1942. If the un- 
derwriter has purchased the warrant, the amount 
of income would be the fair market value of the 
warrant, minus the purchase price paid. 

% See, e.g., Smith, 324 U.S. 177, 178-79 (1945); 
Wahl, 19 TC 651 (1953); Enos, 31 TC 100 (1958). 
> LoBue, 351 U.S. 243, 249 (1946). 

26 Erskine, 26 BTA 147 (1932). 

27 In the case of an employee option, there may be 
a local law requirement that the employee continue 
his employment after the option grant for the op- 
tion to be valid. See, e.g., Frankel v. Donovan, 35 
Del. Ch. 433, 120 A.2d 311 (1956). 
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ordinarily completes his services for the 
issuer at the time he receives the war- 
rant; exercise of the warrant is not de- 
pendent on continued employment. De- 
ferral of tax at this point is caused by 
impossibility of valuation and not the 
performance of conditions that are a 
prerequisite to receiving the compensa- 
tion property. Moreover, the under- 
writer’s personal activities cannot be 
said to contribute to the stock’s value 
between time of receipt and exercise of 
the warrant. In light of these considera- 
tions, the value of the warrant on re- 
ceipt, valued without regard to restric- 
tions, should be regarded as the maxi- 
mum compensation chargeable.to the 
underwriter, whether this compensation 
is recognized on release of restrictions, 
This 


compelling 


sale, or exercise of the warrant 


conclusion is even more 


where any restrictions on transferabil- 
ity of the warrants are imposed, in effect, 


by a party other than the issuer. 


Proposed Regulations 


Regula- 
tions issued by the Treasury on Decem- 


The proposed Section 42] 


ber 3, 1960, represent the most detailed 
Government statement concerning the 
A1- 
Regulations were subse- 
with 
elaborate 


taxation of underwriter warrants.28 


though these 


quently withdrawn respect to 


underwriters, their nature, 


their applicability to “employees,” and 
the continuing Treasury examination of 
the underwriter problem justifies a 
thorough discussion of them.29 

In 


concedes that warrants acquired in ex- 


these Regulations, the Treasury 


change for services are taxable on re- 
ceipt in an amount equal to the excess 
of the fair market value of the warrants 
over their cost price.30 However, such 
treatment will result only where the 
warrant has “a readily ascertainable fair 
market value.’’3! It is in the definition 
of this latter phrase that difficulties arise. 

Although a warrant may have a value 
at the time granted, its value will or- 
dinarily not be regarded as readily as- 
certainable, according to the Treasury, 
unless the warrant is actively traded on 
an established market or, where not so 
traded, its fair market be 


value can 


measured with reasonable accuracy.?? 
The value of a warrant not actively 
traded on an established market will be 
regarded as measurable with reasonable 
accuracy only if (1) the warrant is freely 
transferable, (2) the 
cisable immediately in full, (3) the war- 
rant is not subject to any restriction or 


warrant is exer- 


May 1961 


condition that has a’ significant effect 
upon its fair market value, and (4) the 
fair market value of the “option privi- 
lege” is readily ascertainable.33 The op- 
tion privilege is the call feature of the 
warrant—the opportunity to benefit from 
any appreciation in value of the under- 
lying stock without risking substantial 
capital. In determining whether the 
value of the option privilege is readily 
ascertainable, the Regulations direct 
consideration to the following factors: 
(1) whether the value of the underlying 
stock can be ascertained, (2) the prob- 
ability of any ascertainable value of such 
property increasing or decreasing, and 
(3) the length of the period during 
which the option can be exercised.#4 


Value criteria questionable 


These Regulations represent belated 
Treasury recognition of judicial author- 
ity that an employee ’is taxable on the 
receipt of a freely transferable stock 
option.35 They further indicate a pain- 
ful awareness of the valuation problem 
that arises in connection with compen- 
sation warrants, which ordinarily are 
granted to a limited group and by a 
speculative issuer.36 

Although we recognize the difficult 
problem 
the valuation issue, we think that these 
Regulations, if made 
would 


administrative presented by 


applicable to 


underwriters, be in some iye- 


spects excessive.37 There is no reason 
why a warrant must be “exercisable 
immediately in full” before its value 
can be said to be readily ascertain- 
able.88 Such an exclusion may have a 
policy basis in the case of employees but 
little basis where underwriters are con- 
cerned.3® Furthermore, there is some 
question whether the courts will agree 
that only warrants with a readily ascer- 
tainable value are taxable on receipt; 
ascertainable value _ is 


possibly an 


enough.?° Finally, the Treasury require- 


°3 Proposed Reg. Section 1.421-6, 25 Fed. Reg. 
12414, 12/3/60. 

* Although withdrawn as to underwriters, the re- 
mainder of these Regulations were made fina! by 
TD 6540, filed 1/19/61. Further reference to the 


new Regulations will be to their final form. 


8° Reg. Section 1.421-6(c) (1) (1961). 
31 Tbid. 
82 Reg. Section 1.421-6(c) (2), (3) (1961). 


33 Reg. Section 1.421-6(c) (3) (1961). 

*% Reg. Section 1.421-6(c) (3) (ii) (1961). 

* See text at notes 15-18. 

8 Frequently the warrants are issued only to the 
underwriter. 

7 See “IRS withdraws proposals on stock options 
for other than employees,” 14 JTAX 159 (1961). 

38 It should be noted that the warrants granted to 
the taxpayer in the Stone case were held taxable 
on receipt, even though not exercisable for a pe- 





ment seems inconsistent with its posi- 
tion in other areas, namely, that only 
in rare and extraordinary circumstances 
will property be viewed as without a 
market value.41 

We think that underwriters should 
be taxed on the receipt of warrants with 
a determinable market value. However, 
whether the test is “readily ascertain- 
able” or “determinable,” the real ques- 
tion is the actual standards of proof the 
Treasury (and the courts) will require 
before accepung the value of a warrant 
as knowable. Although the burden of 
proof is, and should be, on the tax- 
payer to demonstrate the value of a 
this burden should 
made impossible of achievement. For 


warrant, not be 
example, a warrant evaluation by a dis- 
interested investment banker, or similar 
analyst, should be strong evidence. 
Certain principles of warrant evalua- 
tion can be brought to bear upon the 
problem. The minimum value of a war- 
rant is the amount, if any, by which 
the fair market value of the stock ex- 
ceeds the exercise price, assuming that 
the warrant is unrestricted or is valued 
without regard to restrictions.42 This 
spread is immediately realizable by ex- 
ercising the option. At the same time, 
the maximum value of any warrant can- 
not exceed the price of the stock; the 
right to acquire property cannot be 
worth more than the property itself. 
Between these limits, factors that bear 
upon the value of warrants are their 
duration, the value of the underlying 
stock, and the stock’s volatility.48 These 
factors are present in the case of the 
many issued call options and traded war- 
rants, and observation of those markets 
ought to provide a basis for valuing 
underwriter warrants. Of course, on a 
new issue of stock its volatility may not 
the 
for tax 


be immediately known; but by 


time a determination is made 


purposes, there should be a firmer basis 


riod of six months from their date. See Stone Es- 
tate, 19 TC 872, 876 (1953). 

%® See text at note 27. 

4° Compare Ogsbury Estate, 258 F.2d 294, CA-2, 
1958 (option has a “‘determinable market value” 
when received) (dictum) with Ogsbury, 28 TC 93, 
99-100 (1957) (“readily ascertainable market val- 
ue’’) (dictum). See LoBue, 351 U.S. 243 (1956) 
(option might have a “readily ascertainable mar- 
ket value’) (dictum). 

| Rev. Rul. 402, 1958-2 CB 15; Reg. Section 1.1001- 
l(a). 

*2 Restrictions, as used in this context, include pro- 
hibitions against exercise for a period of time as 
well as prohibitions against transfer. 

48 Graham and Dodd, Security Analysis, 570-71 (3d 
ed., 1951). 

4* Reg. Section 1.421-6(d) (1961). 

Reg. Section 1.421-6(d) (2) (i) (1961). 
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for judgment as to the reasonable ex- 
pectations of volatility that existed at 
the time of the grant. 

The fact that property is difficult to 
evaluate is not a sufficient justification 
for postponing an otherwise appropri- 
ate tax, particularly where, as in the 
proposed Regulations, deferral results 
in a completely inappropriate tax. 
Under the Regulations, if a warrant 
does not have a readily ascertainable 
fair market value on receipt, the war- 
rant holder recognizes ordinary income 
at the time of exercise of the warrant 
in the amount of the difference between 
the fair market value of the property 
received and the exercise price.44 Such 
a tax on the exercise spread seems un- 
realistic in the case of an underwriter. 


[here is no reasonable relationship 
between the exercise spread, which may 


markedly fluctuate, and the economic 


benefit conferred upon the underwriter 
as compensation. For the reasons previ- 
ously discussed, the maximum compen- 
sation that should be deemed received 
by the underwriter is the excess of the 
fair market value of the warrants on 
receipt, valued without regard to re- 
strictions, over their cost. 

Along these same lines, the Regula- 
tions provide that if, upon exercise of 
the warrant, the stock received is sub- 
ject to restrictions, the warrant holder 
recognizes income at the time of the 
lifting of the restrictions in the lesser of 
(1) the exercise spread (determining the 
value of the property without regard to 
the restrictions) and (2) the spread at 
the time of the lapse of restrictions.45 
For the reasons above stated, we believe 
the maximum amount of income in the 
case of underwriters should be the fair 
market value on receipt of warrant. 


New compensation decisions this month 





Employee death benefit was forfeitable; 
rights could be lost by crime; widow’s 
payment tax-free. Taxpayer's husband 
was employed by a company that had a 
qualified pension plan. The plan pro- 
vided for retirement benefits and, in the 
event of death prior to retirement, the 
proceeds were to be payable to a de- 
signee of the employee. Taxpayer's hus- 
band had provided that this death bene- 
fit was to be paid to taxpayer over a 10- 
year period. Taxpayer’s husband died in 
1953 prior to retirement, and at that 
time the benefits were considered fully 
vested in him, except that his rights 
could be lost for conviction or conduct 
constituting a misdemeanor or felony or 
for willful disloyalty to the company. 
Taxpayer claimed she was entitled to 
the $5,000 exclusion ($500 per year for 
10 years) for the payments made to her, 
under Section 22(b)(1)(B) of the 1939 
IRC (now Sections 101(b)(2)), which pro- 
vides fo rexclusion (up to $5,000) of 
amounts received from an employer by 
reason of the death of an employee. The 
court agrees with taxpayer, holding that, 
although that section requires that, to 
be eligible for exclusion, the deceased 
employee must not have had a nonfor- 
feitable right to receive payments prior 
to his death, her taxpayer’s husband 
could have forfeited his rights by con- 
duct or conviction constituting a mis- 
demeanor or felony or by willful dis- 
loyalty to the company. The deceased 
employee had a forfeitable right, and the 





taxpayer's receipts under the plan quali- 
fy for the exclusions. Pollrrow, 35° TC 
No. 78. 


Portion of back pay attributable to em- 
ployment determined. On remand from 
CA-2, the court determines the portion 
1951 that 
was attributable to services rendered by 
taxpayer as an employee of his wholly 
owned corporation and that portion at- 
tributable to a seven-year period when 
the corporation was dormant and tax- 
payer was not its employee. The latter 
amount is held entitled to the spread- 
back benefits of 1939 Code Section 107 
(a). Wattley, TCM 1961-24. 


of a commission received in 


Sick-pay exclusion denied; not paid pur- 
suant to plan. After suffering a stroke 
in June 1953, taxpayer did not return 
to his job as managing officer of a 
Federal Savings and Loan Association 
but was elected executive vice president 
and was consulted from time to time on 
affairs of the association. He continued 
to receive the same annual salary until 
his death in January 1958. During 1955 
taxpayer was paid $8,700, from which 
he excluded $5,200 as “sick pay.”” Under 
1954 Code Section 105, wages up to $100 
per week received by an employee under 
an accident or health plan for em- 
ployees while absent from work because 
of sickness are excludable from gross 
income. Noting that the payments were 
not made pursuant to a plan within the 
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meaning of the Code, the Tax. Court 
requires inclusion of the amount paid. 
A plan must be something more than a 
history of having paid wages to sick em- 
ployees on one or two occasions. There 
must be a definite program rather than 
payments made at the complete discre- 
tion of the employer. Moreover, since 
taxpayer performed valuable consulting 
services for his employer during the 
period of his absence, the amounts paid 
were compensation for taxpayer's serv- 
ices. Kaufman Estate, 3 TC No. 71. 


Capital gain allowed on separation pay- 
ment from pension fund not 10 years 
old; security for repayment was ade- 
quate. Mim. 5717, issued in 1944, pro- 
vided that, in order to be acceptable, 
pension plans cannot during the first 
10 years of their existence pay benefits 
to any of the 25 highest-paid employees. 
In the case now ruled on, a separation 
payment was otherwise due to one of 
the top 25 men before the pension plan 
had reached its tenth year. However, 
thesemployee agreed to repay the bene- 
fit should the plan be terminated prior 
to the tenth year, and his promise was 
adequately secured. The IRS rules that 
under these circumstances the payment 
will be treated as capital gain. Mim. 
5717 is so modified. Rev. Rul. 61-10. 


Retirement date for sick pay of dis- 
abled Government employees explained. 
Sick pay exclusions are applicable to an 
employee receiving a disability pension 
payment prior to his reaching retire- 
ment age. The Regulations say that this 
is the earliest age at which the disabled 
employee could have retired if he had 
remained on active duty. The IRS ex- 
plains the application of these rules to 
investigatory or law-enforcement em- 
ployees of the U. S. Government. Rev. 
Rul. 61-6. 


Claims for different tax years were sepa- 
rate employments for attorney. ‘Tax- 
payer, a tax attorney and CPA, was en- 
gaged in 1944 to handle refund claims of 
1942-43. In 1946 the client 
engaged him to handle claims for later 
All claims 
issue. A jury finds that these were sepa- 


a client for 


years. related to the same 
rate employments for the purpose of 
determining if taxpayer qualifies for the 
spreadback of long-term compensation 
under Section 1301. Since they were 
separate employments, not one qualified 
as long-term, and spreadback is not 


available. McDonnold. DC Tex., 2/8/61. 
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Cemeteries, whether exempt or 


taxable, have tricky tax problems 


by WILLIAM L. RABY 


The continuing stream of litigation over cemeteries shows that, despite specific 


statutory treatment, application of the rules leaves considerable tax uncertainties. 


Mr. 


cemeteries and their perpetual-care funds. 


Perey come in all sizes, shapes, 


degrees of beautification, and ex- 
tremes of profitability and are subject 
to all sorts of variation in state regula- 
tion. Although to the casual observer 
cemeteries seem to sell lots, just like a 
ceal estate subdivider, they in fact mere- 
ly convey easements.1 Whereas the ordi- 
nary business transaction is substantially 
completed when the sale is made, the 
sale of a cemetery lot is only the start 
of a continuing relationship. The ceme- 
tery, and the specific lot, must be cared 
for; charges will be made for interments, 
for the use of a graveside tent, and for 
a variety of other services; permanent 
records must be maintained in great 
detail and for perpetuity. 

The tax peculiarities? of cemeteries 
stem from the peculiar nature of ceme- 
tery operations. Cemeteries may be tax- 
exempt or taxable. The funds a ceme- 
tery receives for perpetual maintenance 
(as distinguished from fees for services 
and proceeds of lot and other sales) may 
not be taxable income if the 


or may 


cemetery is taxable. If these perpetual 


maintenance funds are not taxable in- 
Eisner, Charles, ‘““Nature of the Plot Holder’s 
Property Right,” 6 Intramural Law Review 117. 


2 Except where specifically stated otherwise, the 


only tax aspects discussed herein are the Federal] 
income tax. 

*Sections 501(c)(7) and 501(c) (13) Internal 
Revenue Code. 

* Wording (but not num»ering) paraphrased from 
IRC Section 501(c) (13). 

5 See Regs. 1.501(c) (13)-1 and non-acq. in Forest 
Lawn Memorial Park Association, 45 BTA 1091, 
1960-40 IRB 7 

® Forest Lawn Memorial Park Association, 45 BTA 
1091, 1942-1 CB 23, acq., 1946-2 CB 2, 


1960-40 IRB 7; same 5 TCM 738; 


non-acq. 


non-acq. 


and non-acq., 





Raby outlines both the hazards and the tax opportunities in dealing with 


come when received, there are problems 
flowing from the subsequent transactions 
between the taxable cemetery and _ its 
perpetual-care trust fund. 

And, because high tax rates and com- 
plex tax rules tend to stimulate the 
avaricious imagination, cemeteries may 
play substantial roles in tax-minimiza- 
tion plans. 

A cemetery is tax-exempt if it passes 
any one of three tests: 

1. Owned and operated exclusively 
for the benefit of its members 

2. Not operated for profit 

3. Chartered solely 
poses as a cemetery corporation and not 


for burial pur- 
permitted by its charter to engage in 
any business not necessarily incident to 
that purpose, and no part of its net 
earnings inure to the benefit of any 
private shareholder or individual.4 


Forest Lawn opinion 


The IRS does not agree,5 but this is 
the interpretation given the Code by the 
courts.® In its 1941 Forest Lawn opin- 
ion. the Board of Tax Appeals covered 
all three tests making these points: 


Kensico Cemetery, 96 F.2d 594 (CA-2, 1938). 

7 Sort of the reverse cf the wry sign: ““We are a 
nonprofit We didn’t want it that 
way; it just happened.” 

8 At 45 BTA 1104. 

® Forest Lawn Memorial Park Association, 5 TCM 
738. 


organization. 


'° IRC Section 511(a) (2) does not enumerate 501 
(c) (13) organizations. 

"IRC Section 170(c) (5). 

12 IRC Section 2055 (a) (2). 

18 Rev. Rul. 58-190, IRB 1958-18. 

'* Of course, neither a separate trust nor a separ- 
unless 


ate corporation will normally be set up 


there are compelling reasons (such as state law) 





1. Forest Lawn failed to pass test one, 
It was not for the benefit of its mem- 
bers only. There were about 55,000 lot 
holders. To facilitate corporate action, 
membership the had 
been limited to 30. 

2. Forest Lawn passed test two. It 
was not operated for profit, inasmuch as 


in corporation 


any profits were used to further its pur- 
pose of operating a cemetery for the 
interment of the dead. The Board im- 
plied a sharp distinction between operat- 
ing at a profit and operating for a 
profit.7 

3. Since Forest Lawn passed test two, 
it was not necessary to administer test 
three. But the Board indicated that 
Forest Lawn would pass test three, also 
—that it was not engaging in activities 
not incidental to its main purpose and 
was not allowing any of its net earn- 
ings to inure to the benefit of any pri- 
vate shareholder or individual. 

The incidental included 
conduct of a mortuary; sale of flowers, 
booklets, postcards, etc.; and the hold- 
ing of wedding services. 

Although the Board was impressed 
by the fact that the general manager, 
Hubert and 
which he and members of his family 
had substantial interests had prospered 
through their relationship with Forest 
Lawn, it concluded, “Neither the com- 
paid to the 
amounts paid to the land company 
formed any part of petitioner's [Forest 
Lawn’s] net earnings. They were items 
which had to be deducted from its gross 
receipts in determining its net earn- 
ings.’’8 

Forest Lawn was a big business, with 


activities 


Eaton, corporations in 


pensation Eaton nor 


hundreds of employees. Eaton received 
$83,000 in 1941 for his services as gen- 
eral manager. The Board (and later the 
Tax Court) found that his compensa- 
tion was reasonable. Fifty per cent of 
the gross proceeds of lot sales and 60% 
of sales of some other items went to the 


Jand company (which improved and 


embellished the land before selling it 


for so doing. Instead, the tax-exempt cemetery 
corporation will handle the fund itself. 
Regs. 1.501 (c) (13) (b) (2). 

16 Lanning describes the use of the cemetery “‘boot- 
strap” in 108 UPLRev 623 as follows (p. 638): 
“Owners of profit cemeteries organize new non- 
profit cemetery companies. Despite a lack of capi- 
tal or assets, these new companies ‘purchase’ the 
stock of the old profit business from Owners at 
prices ranging from several hundred thousand 
dollars to several million dollars, and often in ex- 
cess of fair market value. Long term ‘notes’ pay- 
able out of income from the cemetery operations 
are issued in payment to Owners. Owners retain 


full control over of the cemetery 


operations 
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to Forest Lawn). Buildings and equip- 
were rented to Forest Lawn at 
10% of cost per year. All of these pay- 
ments were deemed to have resulted 
from arm’s-length agreements and to be 
reasonable in amount. 


ment 


Does Forest Lawn stand for the propo- 


sition that anyone can set up a non- 
profit cemetery, retain control of it, 
and sell property to it (unimproved or 
improved land, an operating taxable 
cemetery, a mortuary, or any other in- 
cidental activity) at a price that is a 
percentage of the gross sales proceeds 
to be realized through operation of the 
property? The purchase price of the 
business is, in effect, paid out of tax 
savings. In fact, the price may be might- 
ily enhanced as a result of the tax sav- 
ings, particularly in the sale of land. The 
value of remaining land and its selling 
price increase with each improvement 
that takes place, and more improve- 
ments can be made with tax-free dollars 
than with the same number of dollars 
shrunk to after-tax stature. 

It is possible. Needless to repeat, the 
[RS will not look kindly upon such 
The two leading cases 
Lawn and Kensico) both in- 
volved situations where state law per- 
mitted percentage land. In 
Forest Lawn, control of the cemetery 
was not legally within the Eaton family, 
and all payments made to Eaton and his 
corporations were deemed reasonable. 
It does not appear that much evidence 
challenging the 


a situation. 


(Forest 


sales of 


reasonableness of the 
amounts paid was introduced by the 
Government; it is safe to anticipate 


that in another Forest Lawn situation 


the reasonableness of amounts in- 


volved will not so readily be conceded. 


the 


In the computation of net earnings, 
only reasonable payments are expenses. 
In the case of a taxable corporation 


with stockholders, the excess over the 


reasonable amount is usually treated by 
the IRS as dividends, even if payments 
are not in proportion to stock owner- 
ship. If the amounts paid by a cemetery 


through control of the board of directors of the 
new corporation, or otherwise. The new cemetery 
companies frequently operate a number of profit 
yperations, such as mortuaries, the sale of crypts 

flower sales. Since the provisions of the ‘un- 
elated business income tax’ do not apply to them, 
they can engage in a range of such commercial 
activities, imited only by the outer extreme at 
which the courts will hold that their activities are 

edominantly commercial rather than non-profit. 
Sometimes the old Owners also personally operate 


commercial activities in very c'ose relationship to 


cemetery. They may employ the same book- 


ceepers and salesmen and even engage in joint 


ivertising.” 


are not reasonable, it would seem to 
follow logically (referring to our three 
tests above) that: 

1. The cemetery was not operated ex- 
clusively for the benefit of its members 
as members (i.e., lot holders as lot 
holders), since the recipients of such 
payments (to the extent that the pay- 
ments exceeded a reasonable amount) 
were also benefited by its operations. 

2. The cemetery was operated for 
profit, since a portion of its net in- 
come was not plowed back into its op- 
eration. 

3. Part of its net earnings did inure 
to the benefit of private individuals. 

Having failed all three tests, the 
cemetery would not be exempt from tax. 
And as any experienced practitioner can 
testify, the proof of reasonableness in 
relatively unique situations, where per- 
sons are dealing with themselves, is far 
from easy and frequently unsuccessful. 

Assume, though, that our cemetery 
does duly qualify for tax-exemption. 
What other tax attributes does it possess? 

It will not be taxed on its unrelated 
business income.19 Contributions to the 
cemetery may be deductible for income 
tax purposes.!1 although for bequests to 
be deductible for estate tax purposes 
the cemetery would have to meet the 
more rigid standards of being a chari- 
table organization.12 Its perpetual-care 
fund will be tax-exempt. 


Perpetual-care trusts 


Perpetual-care funds appear most fre- 
quently to be trusts. There are two 
parts of Section 501(c) under which such 
trusts of tax-exempt cemeteries might 
conceivably be tax-exempt—(c) (2) and 
(c)(13), the latter being the paragraph 
exempting the cemetery itself. But (2) 
refers to “corporations,” and a trust is 
not a corporation; and (13) refers to 
“companies” and “corporations,” and a 
trust would appear to be neither. All 
other things being equal, it would seem 
to be more desirable to be exempt under 
(2) than (13) only on the basis that, once 
the cemetery’s exemption was _ estab- 
lished, the trust’s exemption under (2) 
would follow. On the other hand, a (2) 
organization is subiect to tax on its un- 
related business income. 

IRS now takes the position!’ that the 
trust. though not a corporation, 
can be exempt under Section 501(c)(13). 
But just to be on the safe side, if feasible 
under local law, the perpetual-care fund 
might well be organized as a separate 
nonprofit corporation, with charter pro- 


even 
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visions aimed at qualifying under Sec- 
tion 501(c)(13).14 

The perpetual-care fund of the ex- 
empt cemetery, being itself exempt 
under Section 501(c)(13), is not taxable 
on its unrelated business income, nor is 
it subject to the Section 503 restrictions 
on prohibited transactions. Depending 
on the laws of the state involved and the 
provisions of the trust instruments, it 
would seem that the nontaxable per- 
petual-care fund could provide a potent 
vehicle for leaseback transactions, boot- 
strap sales, and all the other tax mini- 
mization devices that led to the present 
restrictions on Section 501(c)(3) organi- 
zations, 

If help is needed in financing the 
nonprofit the Regulations 
have long permitted a minor sort of 
not-too-profitable 


cemetery, 


private enrichment. 
The tax-exempt cemetery can issue pre- 
ferred stock, paying a fixed dividend of 
not more than 8%. The stock can only 
be issued for full value received, and 
the articles of incorporation must re- 
quire that the stock be retired at par as 
soon as possible.15 

It would thus seem that the ceme- 
tery could be utilized for a bootstrap, 
providing for even more deferral of in- 
come realization than an _ installment 
sale.16 Mr. A, owner of some appreciated 
land or of a profitable mortuary, could 
transfer his property to the nonprofit 
cemetery he would re- 
ceive 8%, preferred stock, which would 
have sole voting power so long as it 
was outstanding. The transaction would 
result in no gain to Mr. A under Sec- 
tion 351. No tax would have to be paid 
until the preferred stock was redeemed, 
but by then Mr. A might be a cemetery 
resident himself, and the stock might 
have acquired a stepped-up basis. 


controls. He 


Since contributions to a cemetery may 
be deductible, it is obviously possible 
to obtain a tax benefit by donating 
property (especially substantially appre- 
ciated property) to a controlled ceme- 
tery, much in the fashion that private 
foundations When 
property is sold to a controlled organiza- 
tion, the 
dividual 


have been used. 


combined wealth of the in- 


and the organization is not 
thereby immediately increased and may, 
in fact, be decreased (by the amount of 


any immediate tax). But through the 





[William L. Raby, a partner in the CPA 
firm of Skee, Pedersen, Raby of Rock- 
ford, Illinois, is on the faculiy of the 
University of Arizona, in Tucson.] 
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an immediate income 
tax saving is achieved, economic con- 
trol of the property is retained, and the 
estate tax is reduced. This “econonon- 
sense,” where, by giving something away, 
we can retain control over 120% to 
191% as much wealth as we supposed- 


donation route, 


ly disposed of, is not peculiar to ceme- 
teries, of course. 


Taxable cemeteries 


Whereas the main problems of the 
around 
whether it meets the requirements for 
exemption and how far it can go before 
that exemption, the taxable 
cemetery’s peculiar problems relate to 
The 
looked to it as being comparable to a 


tax-exempt cemetery revolve 


losing 


cost and revenue. courts have 
real estate subdivision. As in a subdivi- 
sion, the basis of the land is allocated to 
the individual lots, most usually on the 
basis of estimated selling prices. Each 
sale, then, involves the using up of a 
part of that cost. Since, in fact, fee title 
to the land is not transferred, it might 
appear at first blush that something less 
than the full cost should be deductible. 
But, as the Seventh Circuit pointed out, 
“The fee title has lost its real value and 
the interest which the cemetery retains 
is a liability, rather than an economic 
benefit.”17 


Taxable cemeteries’ perpetual care 

This liability aspect of the sale is the 
key to what has been the major tax 
problem peculiar to the taxable ceme- 
tery. Since it is operated openly for the 
benefit of persons other than lot holders 
and since it usually has an obligation 
under the terms of its contracts with 
lot buyers or under applicable state law 
to maintain the cemetery in some 
fashion for perpetuity, it would appear 
that some portion of the sales price of 
the lots should be excluded in some 
manner from the computation of its 
taxable income. 

A variety of approaches has been 
tried, with varying degrees of success. 
At one extreme is the attempt to add to 
the cost of the lot the estimated amount 
necessary for perpetual care. This ap- 
proach has been rejected.18 At the other 
extreme is a long line of successful cases 
in which the argument is that the ceme- 
tery receives funds in trust, which it has 
no right to use for its own benefit and 
does not in fact use for its own bene- 
fit. 

The BTA in 1925, in the first case 
involving perpetual care, summed up 
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the latter point of view quite well. ‘““The 
taxpayer sells nothing upon which a 
gain can be made to the person who 
enters into a contract for perpetual 
care; it takes nothing which it can use 
for its own purposes; it receives nothing 
which it may distribute to its stock- 
holders; it holds nothing which it can 
ultimately distribute to itself for its own 
uses.”19 In that first case the cemetery 
was subject to a California law that 
forbade use of funds received for per- 
petual care for any other purposes. 

There was no statute involved in 
Portland Cremation Association. But 
the Ninth Circuit found in 1929 that a 
covenant in the deeds given lot pur- 
chasers established a trust relationship.?° 
“It is true that a mere honorary obliga- 
tion which one may perform or not at 
his will does not create a trust. But a 
trust may be created by parol and its 
creation does not depend on the use of 
particular words of trust . . . It may be 
inferred from facts and circumstances 
... And any words which indicate with 
sufficient certainty a purpose te create 
a trust will be. effective in so doing . . . 
While the petitioner here may be said 
to have had control of the money which 
it had placed in the maintenance fund, 
diversion of that fund for corporation 
purposes or any purpose other than that 
designated by its promise to maintain 
the same and the specific resolution of 
its board of directors to devote to that 
purpose twenty per centum of its re- 
ceipts from sales might be enjoined by 
a suit in equity as a violation of the 
trust agreement. The crucial question 
is, did the petitioner’s patrons possess 
the right to protect themselves and de- 
mand the preservation of the fund 
which the petitioner had covenanted 
with them to maintain.”21 

In the years since the twenties, the 
courts have dealt with variations on the 
basic theme. Finally, in the spring of 
1958 the IRS apparently acceded to the 
viewpoint that “the portion of the re- 
ceipts from the sale of burial lots and 
mausoleum crypts set aside by a profit 


17 Cedar Park Cemetery Association, 187 F.2d 553 
(CA-7, 1950). 

18 Cedar Park Cemetery Association, 67 F.2d 699 
(CA-7). 

1® Los Angeles Cemetery Association, 2 BTA 495 
(1925) (Aeq.). 

20 Portland Cremation Association, 31 F.2d 843 
(CA-9). 

21 Contrast this with the distinction drawn by a 
district court in Memphis Memorial Park v. Mc- 
Cann, 133 F.Supp. 293 (1955), between the duty 
to create a trist and its actual creation. 

2 Rev. Rul. 58-190, IRB 1958-18. 

23 Mucklow, Walter, Cemetery Accounts, American 


cemetery company, pursuant to state 
law and/or pursuant to its by-laws and 
contracts, as a fund to be used for the 
perpetual care of the burial lots and 


mausoleum crypts, constitutes a trust 


fund from the very instant such portion 
passes into the hands of the company 
and that such fund so set apart does not 
give rise to taxable income to the com- 
pany.’’22 


Other perpetual care problems 


But this does not resolve all problems. 
What about: 

1. Perpetual care so broadly defined 
that the funds can be used for improve- 
ments? 

2. A cemetery that, although charged 
with a fiduciary responsibility, in fact 
uses the funds for its own benefit? 

3. The income from the perpetual 
care fund? 

It is not easy to find a definition of 
perpetual care, One author offers the 
following: “. . . it means planting every 
fertilizing, cutting and 
sweeping it, in addition to the general 
care of the cemetery, including main- 
tenance of roads, fences, buildings and 
water system, and allowance for de- 
preciation.”23 It definitely does not in- 
clude such improvements as would, in 
a real estate subdivision, become part 
of the basis of the land. 

What if a cemetery’s contract of sale 
requires that a certain percentage of 
selling price must be deposited in a 
fund that can be used for improvements? 


lot in grass, 


Since such a fund would be for the pri- 
mary benefit of the cemetery business, 
the Tax Court has reasoned that such 
a contractual requirement has no effect 
on the computation of taxable income.*4 
The reasoning is consistent with that in 
a much earlier BTA case, wherein the 
Board pointed out, “It is obvious, we 
think, that the existence of a trust fund 
does not necessarily affect income one 
way or the other. Such a fund may be 
created out of donations, surplus, or 
capital, with no effect whatever on cur- 
rent income. It is only in cases where 


Institute Publishing Co., New York, 1935, p. 118. 
4 Mount Gardens, Inc., 34 TC No. 61 
(6/28/60). But amounts actually paid into a per- 
petual-care fund pursuant to state law (Tenn- 
essee) could be excluded in computing taxable in- 
come. 

3% New York and New Jersey Mausoleum Co., 26 
BTA 128. 

26 Green Lawn Memorial Park v. McDonald, 262 
F.2d 588, affg. 164 F.Supp. 438. i 

27 Memphis Memorial Park v. McCann, 138 F. 
Supp. 293 (1955). 

28 Memphis Memorial Park, 18 TCM 637; Metairie 
Cemetery Association, 60-2 USTC 9646 (CA-5, 
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sums that would otherwise be reflected 
in income are diverted from the use 
of the taxpayer . . . that income is 
affected.”’25 

But what if a cemetery ignores state 
law and/or its own contracts and uses 
the fund for its own benefit? To get the 
exclusion from income, there must be 
compliance with the law or the con- 
tracts, according to a 1959 Third Circuit 
decision.*6 This seems reasonable, but 
what happens, then, in a later year when 
the cemetery is forced to comply with 
the law or the contract? Does it then get 
a deduction for the payments made? 

rhe whole justification for the ex- 
clusion is that the amounts never be- 
come really available for the use of the 
cemetery. But they have been, in such 
an instance, used by the cemetery. Ai- 
lowing deductibility would seem to con- 
done violation of a fiduciary relation- 
ship (and, in some instances, violation 
of statutes with criminal penalties). 
However, a district court has held that 
such payments to liquidate a prior 
deficit were deductible when paid.27 It 
based its decision on the “claim of right” 
doctrine. I suspect the Tax Court might 
reach a different result. 

Che taxable cemetery’s perpetual-care 
fund is not tax-exempt. The income 
from the fund, turned over to the ceme- 
tery, is taxable to the cemetery. Its tax- 
ability to the cemetery can be rational- 
ized on the grounds that either (1) it is 
compensation for maintenance services 
rendered or (2) it is an offset to the 
actual maintenance expenses. 

But what if that perpetual-care fund 
income includes tax-free interest and 
dividends on stock? The tax attributes 
of the income do not benefit the ceme- 
tery corporation—not even if the ceme- 
tery itself acts as trustee for the per- 
petual-care fund.?8 

The reason? There is a trust. The lot 
holders are the beneficiaries of the trust. 
The cemetery “cannot have all of its 
contributions to the fund excluded from 
income on the ground that it is not the 
owner and then secure statutory exclu- 


1960); Harden, 21 TC 781. 

” Memphis Memorial Park, 18 TCM 637. 

%° Rev. Rul. 59-30, 1959-1 CB 161. 

31 . the prevailing view is that there is social 
advantage in showing respect for the dead, in pro- 
viding for the sanitary disposal of their remains, 
in caring for their final resting places, and in 
maintaining cemetery grounds in orderly condi- 
tion.” 2A Bogert, Trusts and Trustees, Par. 377; 
Annot., 47 A.L.R. 2d. Par. 10; quoted in Metairie, 
op. cit. 

" See, e.g., the discussion of pre-1949 New York 
cemetery abuses and the resulting revision of state 
law in 24 St. John’s L Rev 168. 


sions and deductions on the ground that 
it is.”29 

There is another question, though, 
that has not been resolved. Since (1) 
there is a trust, (2) the lot holders are 
the beneficiaries, (3) the trust is taxable 
under Section 641,39 and (4) the amount 
paid the cemetery is not deductible as 
a charitable contribution, what is the 
taxable income of the trust? 

One far-fetched alternative might be 
to argue that the trust is in the business 
of receiving amounts in payment for 
future services, and then rendering serv- 
ices through its agent, the cemetery. Al- 
though this might make the amounts 
paid the cemetery deductible in com- 
puting the trust’s taxable income, it 
would logically also have the effect of 
making the amounts received for per- 
petual care taxable to the trust. Of 
course, it would then be argued that 
they should be spread out, for reporting 
purposes, over the period during which 
the services were to be rendered—and 
this, since that period is perpetuity, 
would result in zero amortization per 
year. To which the IRS might well reply 
that at least the interest on the per- 
petuity would constitute taxable income 
each year. 

The position of the IRS, I think, will 
be that the trust 
without 


its in- 
deduction for 
amounts paid to the cemetery, and then 
that the cemetery corporation is taxable 
on that portion of the income dis- 
tributed to it. Rev. Rul. 59-30 speaks 
of the cemetery as the beneficiary of the 
trust, but this ruling was prior to the 
Metairie and Memphis Memorial Park 
cases, where emphasis was placed on the 
fact that the cemetery was not the bene- 
ficiary and that tax attributes of the 
trust income did not pass through to the 
cemetery. More pertinent might be that 
portion of Rev. Rul. 58-190 where the 
tax position of a trust established to 
care for a particular lot or crypt (in a 
nonprofit cemetery) was discussed. It 
yas held that “the income of any trust 
which is used or permanently set aside 
for the care, maintenance. and beautifi- 
cation of a particular burial lot or 
mausoleum crypt is not allowable as a 
deduction under section 642(c) of the 
Code in computing the net income of 
such a trust” and, presumably, is not in 
any other manner deductible. 


is taxable on 


come, any 


Conclusion 


The tax peculiarities of cemeteries, 
like most tax peculiarities, flow from 
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our own peculiarities as people. Usually, 
we want to have our cake and eat it 
too. In the case of cemeteries, we may 
be dead but we do not want to be 
gone. 

Thus, some cemeteries are extended 
tax exemption, probably on the ground 
that they perform a social service that 
would otherwise have to be (as it often 
was in the past) undertaken by the com- 
munity.3! Even the taxable cemetery is 
allowed to set aside amounts received 
for perpetual care and have only the 
income therefrom taxed. 

But any general provision of a com- 
plex tax structure is an invitation to 
abuse. Thus, there may be more profit- 
potential in controlling a nonprofit 
cemetery and its tax-exempt perpetual- 
care fund than in owning a taxable 
business. 

Blame for the possibility of abuses 
cannot be laid solely on the doorstep 
of the Federal Government. State legis- 
lation governs the formation and opera- 
tion of corporations, and most states 
have legislation controlling cemeteries 
and/or their perpetual-care funds.8? 

Meanwhile, as tax practitioners, we 
must deal with what we have, not with 
what we should have. It would seem 
that we may have some opportunities to 
make use of cemeteries in our tax 
planning.83 w 


New decisions 





Non-exempt farmer’s co-op allowed ex- 
clusion for patronage refunds. Taxpay- 
er, a non-exempt farmer's co-operative, 
held an annual stockholder’s meeting at 
which it announced the total amount 
of patronage dividends to be paid. Tax- 
payer accrued the amounts on its books 
and claimed an exclusion for them on 
its tax return. The Tax Court denied 
an exclusion on the ground that tax- 
payer did not make a proper and 
timely allocation. The Tax Court relied 
on the Regulations, which it does not 
find unreasonable or inconsistent. Under 
the Regulations, a co-operative is re- 
quired to either pay or allocate patron- 
age dividends before the due date of its 
return in order to be able to exclude 
them. This court reverses. The Regula- 
tions do not require actual notice to 
the stockholders of their individual 
amounts. Here, the figures were avail- 
able on request, and many stockholders 
in fact requested and received the credit 
Farmer Cooperative Co., CA-8, 3/3/61. 
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Three tax men report on the state tax 


front since Scripto and Northwestern 


H°" HAVE THE STATES been using 


their enlarged powers under Scripto - 


States Portland Ce- 
ment? Is more Federal legislation like- 


and Northwestern 
ly? What activities will make a business 
liable to collect use tax when it ships 
across state lines? Tax lawyers and ac- 
countants, along with collectors and tax 
men in industry, discussed the current 
scene at a recent forum sponsored by 
the New York State Society of CPAs, 
the essence of which is reported below. 

Seymour Lowenstein,! who practices 
law in New York City, examined the 
sales and use tax situation as it now 
affects companies in interstate business. 
Mr. Lowenstein is a member both of the 
Committee on State Taxation of the 
New York State Society of CPAs and 
the 
Bronx County Bar Association. He was 


of the Committee on Taxation of 
formerly with the California Franchise 
Tax Board. 

“The Scripto case,’’? he said, “has made 
it clear that any regular and systematic 
solicitation of orders, whether by sales- 
men and agents or by catalogue and ad- 
vertising, will subject the vendor to 
liability for the collection of use tax. 
Just how regular and systematic the 


solicitation must be remains to be 
seen, but judging from past experience 
the for the 


gradually reduce the amount of activity 


trend will be court to 
that is necessary.” 

Not all use tax statutes are as broad 
Florida 
pointed out, but if Congress does not 


in coverage as the statute, he 


act, it seems certain that the various 
state and local use tax laws will be 
broadened to take full advantage of 


Seripto. 

The, Scripto case, he felt, represented 
only the final expression of a Supreme 
Court doctrine that had been gradually 
developing for some time in the related 
Funda- 
mental to an understanding of this de- 


areas of sales and use taxes. 


velopment is a clear appreciation of the 


distinction between sales and use taxes. 
The two have become so closely asso- 
ciated that they are commonly con- 
sidered to be identical; this is, of 
course, not so. The sales tax is gener- 
ally imposed on the ultimate consumer 
for the privilege of purchasing property, 
and the right to impose this tax is de- 
rived from the fact that the purchase 
takes place within the taxing forum. 
Avoidance of sales tax was easily ac- 
complished by making the purchase 
out-of-state. To plug this loophole, the 
use tax was devised. This tax is levied 
not on the privilege of purchasing 
property but on the privilege of using, 
storing, or consuming the property 
within the taxing forum. The practical 
effect of the two taxes may be identical, 
but the legal consequences differ sub- 
stantially. 

Now, while the use tax theoretically 
plugged the loop hole in the sales tax, 
a very difficult enforcement problem re- 
mained. Many consumers. in fact, prob- 
ably most of them, neglected to report 
out-of-state purchases, and discovery of 
such was difficult. As a 
sult, the states have attempted to im- 
pose the duty of collection and remit- 
tance on the out-of-state seller just as 
the same duty is imposed as to sales 
tax on the in-state seller. It was pri- 


omissions re- 


marily this problem that was involved 
in the Scripto case. 

Initially, it was believed that under 
U.S. Con- 
connected 


the commerce clause of the 
anything directly 
interstate commerce was more or 


stitution 
with 
Icss sacred and immune from local tax- 
ation. But that was before the Supreme 
whittle away at 
concept. The whittling started in 1932 
with Gregg Dyeing Co., wherein the 
Supreme Court permitted South Caro- 
lina to impose a tax on gasoline im- 


Court started to this 


ported into the state and stored for 
future The that 
such a tax was not a direct burden on 


use. court reasoned 


interstate commerce, since the inter- 
state commerce was at an end at the 
time the tax was imposed. 

In 1934 the Supreme Court in 
Monamotor Oil Co. upheld an Iowa 
tax on motor fuel used in the state, 
following interstate shipment. This case 
went a bit further than Gregg Dyeing 
Co. in that it upheld the requirement 
that the local distributor collect and 
remit the tax, notwithstanding that the 
tax was levied against the consumer. 

Silas Mason Co. in 1937 held that the 
Washington use tax did not burden in- 
terstate commerce, since the tax was on 
the privilege of use after the interstate 
commerce was at an end. 

The cases so far discussed established 
that the states can levy use taxes on 
goods used in the state even when the 
product reached the consumer by ship- 
ment in interstate commerce. These de- 
cisions appear to be logical and fair. 
The interstate commerce theory had 
perhaps been extended too far. After 
all, the product is used in a particular 
state, and as a resident of that state, 
the user is expected to bear his share 
of the tax burden. 

The determination in Monamotor, re- 
quiring the local distributor to collect 
tax on behalf of the state, is also palat- 
able, in that the obligation was im- 
posed on a local distributor. Here again, 
the burden is on a resident taxpayer 
who is expected to do his part. But how 
about taxpayers who are not residents 
of the state; can the state exercise any 
control over them? 

In 1939 the Supreme Court in Felt 
and Tarrant Manufacturing Co. re- 
quired a foreign corporation doing a 
purely interstate business to collect use 
tax for the state of California, and in 
1941 the the Roebuck 
and Montgomery Ward cases required 


Court in Sears 


these companies to collect the Iowa use 
tax on mail orders sent from out-of-state 
branches. 

These decisions, Mr. Lowenstein said, 
were not drastic departures from prior 


1A longer paper by Mr. Lowenstein based on the 
same talk is appearing in the April 1961 issue of 
the NYCPA. 

* Citations of cases mentioned by Mr. Lowenstein 
are: Ser.pto, Inc. v. Carson (362 U.S. 207, 80 Sup. 
Ct. 619), Gregg Dyeing Co. Vv. Query (286 U.S. 472, 
52 Sup. Ct. 631), Monamotor Oil Co. v. Johnson 
(292 U.S. 86, 54 Sup. Ct. 575), Henneford v. Silas 
Mason Co., Inc. (300 U.S. 577, 57 Sup. Ct. 524), 
Felt and Tarrant Manufacturing Co. v. Gallagher 
(3(6 U.S. 62, 59 Sup. Ct. 376), Nelson v. Sears 
R ebuck & Co. (312 U.S. 359, 61 Sup. Ct. 586), 
Nelson v. Montgomery Ward & Co. (312 U.S. 373, 
61 Sup. Ct. 593), General Trading Co. v. State Tax 
Comm. (322 U.S. 335, 64 Sup. Ct. 1028). 
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law, since in each instance the taxpayer 
maintained a place of business in the 
state and in that regard could be con- 
sidered as in effect being a resident of 
the state. Certainly the in-state opera- 
tions were subject to the protection of 
the respective states and perhaps they 
should, therefore, be expected to do 
their part toward maintaining the rev- 
enues of the state. 


End of immunity 


The General Trading Co. decision in 
1944 made it clear, however, that it was 
not necessary for the taxpayer to be a 
resident of or to maintain a place of 
business in the state in order for the 
state to require it to collect use tax. 
General Trading’s only activity in Iowa 
was solicitation of orders by traveling 
salesmen. All orders were accepted and 
filled out-of-state. Even though General 
Trading maintained no office, branch, 
or warehouse in Iowa, the Supreme 
Court held that under the provisions of 
the use tax statutes the use of traveling 
salesmen constituted the taxpayer to be 
“a retailer maintaining a place of busi- 
the state.’ 


ness in 

“This decision, I believe, marked the 
beginning of the end for interstate com- 
merce immunity,” Mr. Lowenstein said. 
“In all of the earlier decisions, a definite 
nexus was present. There was a tangible 
link with the state either through resi- 
dence or by means of substantial local 
activity. In this case, the nexus was. so 
tenuous and any benefits derived from 
the state so insignificant as to be prac- 
tically non-existant. 

“Regardless of how we may feel as 
to the propriety of this decision, it 
established that regular solicitation by 
employees in and of itself constitutes 
sufficient contact to sustain the imposi- 
tion of the collection duty on out-of- 
state sellers. 

“Once this had been established, it 
required only one more step in the same 
direction in order to apply the same 
rule to situations where the solicitation 
is by independent representatives, 
rather than by employees. This step 
was taken when the court rendered its 
decision in Scripto in March 1960.” 


Scripto facts 

Scripto was a Georgia corporation 
with no business establishment in Flor- 
ida. Its only assets in the state were 
accounts receivable from orders solicited 
by advertising specialty brokers or, as 


the Florida Supreme Court called them, 
wholesalers and jobbers. The brokers 
were paid on a straight commission 
basis. Orders obtained by them were 
sent to Atlanta for acceptance, and the 
merchandise was shipped by mail or 
common carrier, f.o.b, Atlanta. Payment 
was made by the Florida customer di- 
rectly to the out-of-state office. Under 
the agreement the brokers had a com- 
pletely free hand and, except for the 
territory covered, Scripto could exercise 
no substantial control of their activities. 

The Court cited General Trading Co. 
to the effect that requiring the out-of- 
state vendor to act as a tax collector is 
a familiar and sanctioned device. In 
passing, the Court noted that Florida 
reimburses the vendor for its services 
as tax collector, but this was apparently 
not a factor in the decision. 


Collection duty 

“The Court adequately explained,” 
Mr. Lowenstein said, “why the impo- 
sition of the use tax on the consumer or 
did burden 
merce. But nowhere in either Scripto 


user not interstate com- 
or General Trading was there an ade- 
quate explanation of why the imposi- 
tion of the collection duty on the 
out-of-state vendor does not burden in- 
terstate commerce. The only mention 
made of this was to the effect that it 
is a familiar and sanctioned device. Cer- 
tainly it was familiar and sanctioned 
and even proper when applied to a 
resident vendor and probably even 
when applied as it was in Sears Roebuck 
and Montgomery Ward, but as applied 
in Scripto and General Trading, I be- 
lieve it is nothing more than an at- 
tempt by the Court to justify a deci- 
sion that was apparently arrived at 
the 


revenue requirements of the states. In 


solely out of consideration for 
any event, whether the Court is right 
or wrong, the situation as it now stands 
is that so long as the tax is levied 
the the 
vendor, there is no burden on intereste 
that the 


practical effect is to tax the vendor. In 


on consumer rather than on 


commerce, notwithstanding 
a nutshell, there is no longer any such 
thing as interstate commerce immunity 
in the area of use taxation. Any pro- 
hibition on the right to tax will here- 
after be based solely on due process, 
i.e., the sufficiency of the contact with 
the state.” 

As to due process, the Court stated: 
“There definite link, 
connection -between a 


must be some 


some minimum 
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state and the person, property, trans- 
action it seeks to tax. We believe that 
such a nexus is present here.” The basis 
for this so-called nexus was the con- 
tinuous local solicitation of orders by 
the independent agents. The court ad- 
mitted that these men were not em- 
ployees but concluded that such a fine 
distinction is without significance. The 
test is simply the nature and extent of 
the in-state activities. So that even 
where the vendor itself has no activity 
in the state, as in this case, sufficient 
nexus exists if there is regular contin- 
uous exploitation of the local market. 

The Scripto decision went far and 
beyond the holdings in Stockham Valve 
and Northwestern States Portland Ce- 
ment. As a matter of fact, Felt and 
Tarrant in 1939 went as far as Stockham 
and Northwestern. The factual situation 
in Scripto would preclude the imposi- 
tion of income tax, but because the use 
tax is technically levied against the 
user, the court was able to extend its 
application to its present point. It is 
interesting to note thai ine vigorous 
dissenting opinions present in Stock- 
ham and Northwestern were conspicu- 
ously absent in S¢ ripto. 

What will come nexi? Will Congress 
act to negate the effects of Scripto as 
it did after the Stockham Valve and 
Northwestern decisions? Senate bill No. 
3549 was introduced in the last session 
and, if adopted, would have reversed 
Scripto, General Trading and possibly 
Felt the bill 
was Senate Finance 
Committee and, as passed by the Sen- 


However, 
the 


and Tarrant. 


amended in 


ate, authorized only a study of sales 
and use taxes. Similar bills have been 
introduced this year, and it is of course 
possible that legislation will ultimately 
be enacted, but Mr. Lowenstein said that 
such action is somewhat doubtful, due to 
strenuous opposition by the states. 


States acting 
states with sufh- 
ciently broad statutes are taking steps 


to enforce 


Meanwhile, those 
the collection of use taxes. 
To cite just a few such instances: 

Florida is checking the records of 
common carriers and stopping trucks at 
the border in order to locate out-of-state 
vendors. Florida also claims, and I be- 
lieve correctly so, that Scripto has settled 
the question of liability where solicita- 
tion is by mail order if it results in a 
continuous flow of business. 

Georgia also claims that its law ap- 
plies to mail orders and is checking in- 








he 
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state purchasers to determine if use 
tax has been paid. 

Pennsylvania has announced that spe- 
cial auditors will examine the accounts 
of book and record clubs sending goods 
into the state. 

Arizona and Utah are attempting to 
impose on publishers the duty of col- 
lecting use tax from individual sub- 
scribers. 

Almost all of the states are using every 
means available to collect use tax. 

But, said Mr. Lowenstein, a word of 
caution—some of them are bluffing; if 
you fight them, some will back down, 
especially if their statutes are not as° 
broad in coverage as they might be. The 
Missouri use tax, for example, was re- 
cently declared unconstitutional and 
void in its entirety by the circuit court 
of Cole County in the cases of South- 
western Bell Telephone Co. and Mis- 
souri Pacific Railroad Co., decided on 
September 22, 1960. This decision is, 
however, being appealed. 

“T will not go into the enforcement 
procedures available to states, other 
than to say, don’t be too quick to as- 
sume that a state cannot enforce its 
laws. A discussion of enforcement tech- 
niques appeared in [13 JTAX 215]. 

“What to do when use tax liability 
is asserted? I think that first we have 
to examine the applicable statute to 
determine if it is sufficiently broad in 
scope to cover the client’s situation. If 
we are convinced that there is liability, 
probably the best course of action is 
voluntarily to come forward. This will 
in all likelihood avoid the imposition 
of penalties. Pennsylvania has an- 
nounced that voluntary compliance be- 
fore proceedings are started will put 
the seller in a much better position to 
request waivers of penalties and addi- 
tions to tax. In Georgia, the Commis- 
sioner has been given additional au- 
thority to waive penalty, and similar 
treatment is likely in most states. 

Mr. Low- 
“the law should be ex- 


“In borderline situations,” 
enstein said, 
amined to determine if a statute of 
limitations runs if a return has not 
been filed. Some states do have such 
provision. If that is the case and if 
the state has not asserted tax, the best 
course of action may be to do nothing. 
The proper course can be determined 
only by study of the law and facts.” 


Internal accounting problems 


Maurice H. Krieger, Manager of the 
Tax Department of Lily-Tulip Cup Cor- 
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poration, reported on the problems of 
the business operating in many states 
as the states shift their administrative 
procedures to reap the greatest benefit 
from legislative and judicial revisions 
of jurisdiction to tax. 

In 1953 Pennsylvania assessed several 
corporations for 1951, 1952, and 1953 
income taxes on the basis of sales solici- 
tation. However, favorable decisions 
were handed down by the Pennsylvania 
Supreme Court in the key cases of Roy 
Sione and Eastman Kodak. As a result, 
Pennsylvania sent these corporations a 
credit refund for the taxes, penalties, 
and interest previously assessed. Inci- 
dentally, these refunds were in the form 
of letters of credit, without interest. 

In 1954 many companies submitted to 
the demands of Louisiana and Oregon 
in filing income tax returns on no other 
basis than having several salesmen who 
did nothing else but take orders in 
these states. Many of us still had hopes 
that the Supreme Court would reverse 
this trend and give relief to companies 
engaged exclusively in interstate com- 
merce. 

On February 24, 1959, the historic 
Northwestern States decision was handed 
down, confirming the right of the states 
to apply their net income tax to for- 
eign corporations, “provided the levy 
is not discriminatory and is properly 
apportioned to local activities.” 

Mr. Justice Frankfurter, 
analyzed the broader economic implica- 
tions of the decision and in his dissent 
gave this warning: 

“To subject these corporations to a 
separate income tax in each of these 
states means that they will have to 
keep books, make returns, store records, 
and engage legal counsel, all to meet 
the diverse and variegated tax laws of 
. . The cost of such 
a far-flung scheme for complying with 
the taxing requirements of the different 
states may well exceed the burden of the 
taxes themselves, especially in the case 
of small companies doing a small vol- 
ume of business in several states.” 

Hardly had the ink dried on this 
decision when Idaho, Tennessee, and 
Utah altered their tax laws in an at- 
tempt to tax interstate business. Other 
states, such as Virginia, South Carolina, 
Kansas, Colorado, and Mississippi. 
eventually made significant changes. 

Public Law 86-272 was signed by 
President Eisenhower on September 14, 
1959. The law in effect drew a line 
limiting state income taxation of for- 


however, 


forty-nine states, . 


eign corporations where the only activ- 
ity in the state is sales solicitation. It 
was a wavy line at best, with many 
ambiguities, but it brought a breathing 
spell and called for a more detailed 
study of the problem by Congress. 

As a result, many corporations dis- 
continued filing income tax returns in 
Louisiana and Oregon, since they had 
not maintained any sales office or stocks 
of merchandise in either of these states. 

In spite of P. L. 86-272, caution is 
advisable on conducting business in. the 
36 income tax states. It is essential for 
corporations to control more closely 
their sales and marketing activities as 
well as their maintenance of records. 

Record keeping is important, Mr. 
Krieger emphasized. As a start, a 50- 
column ledger sheet may be in order 
—a column for each state. 

Most of the income tax states use the 
Massachusetts three-factor formula to 
allocate a corporation’s income. The 
three factors are: property, payroll, and 
sales. 

As far as property records are con- 
cerned, nothing startling can be sug- 
gested, as the location of the property 
is obvious. However, Mr. Krieger sug- 
gested that a careful check be main- 
tained on consignment sales. A monthly 
inventory of property on consignment 
should be kept. Lily-Tulip hzs no con- 
signed sales; therefore, it is not faced 
with this problem. Consigned sales may 
make a company subject to the local 
tax laws. Note that some states require 
a capitalization of annual rent as an 
additional property factor. 

Payroll records must be reviewed with 
care because of the different require- 
ments of each state. The time, mileage, 
business, and earnings of employees and 
salesmen who are involved in 
must be accounted for. 

Sales analysis causes the most trou- 
ble. Mr. Krieger recalled that he and 
his assistant once spent three days in 
a group meeting discussing the defini- 
tion of a sale that would be acceptable 
under a uniform allocation formula. In 
fact, even the states favoring uniform 
allocation can’t agree among themselves 
on the definition of a sale. 

It is obvious that a major difference 
between the net income tax and sales 
and use taxes is that the imposition on 
a seller of the duty to collect a sales 
or use tax is purely an enforcement pro- 
cedure. In fact, some states recognize 
this by allowing a discount for this 
collection job. The liability for the tax 
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is a device to coerce him into collecting 
the tax. The income tax liability im- 
posed on a foreign corporation is real 
and much stronger. It is a tax on the 
corporation’s very earnings, not on their 
collections. 

Collection of use taxes becomes a 
problem of compliance and more of a 
nuisance than anything else. There are 
34 sales-tax states in addition to New 
York City and the District of Columbia. 
There are many other minor cities and 
counties who have local sales tax laws. 

“One of these states,” Mr. Krieger 
said, “realized that our forced compli- 
ance with their use tax was costly to 
them; after all, they had to process 
these returns. Last year, prior to the 
Scripto decision, I received a phone 
call from a state tax official requesting 
me to discontinue filing. I agreed but 
suggested that a letter of discontinuance 
should be sent to us. After several at- 
tempts to locate this missing document, 
[ was informed by telephone to con- 
tinue to file monthly returns. 

“The State of Mississippi was a bit 
more realistic in their demands to make 
us a tax collector. They quickly ac- 
cepted our statement that collections 
would be negligible and told us to file 
an annual return... . 

“The basic control over sales tax in 
my company is a sales tax manual that 
is distributed to all of our plants, bill- 
ing departments, and anyone interested 
in the area. This booklet tells our bill- 
ing personnel when to charge tax and 
what rate, defines exempt sales, etc. 
[his manual is kept up to date con- 
stantly. 

“Periodic internal audits verify the 
The billing 
personnel at all of our locations are al- 


accuracy of our billing. 
ways informed of new developments in 
a taxing state, including the opening of 
new accounts and any changes of status 
in old accounts. These are details that 
are essential to the proper compliance 
with sales tax laws.” 


State enforcement procedures 


4 few words can be said about the 
ways and means a state has to apply 
the taxes to foreign corporations. 
administrators use tele- 


Some state 


phone directories, auto registrations, 
and advertising signs to locate foreign 
their 


borders. Others may use building lobby 


corporations operating within 


directories, national brands in grocery 
stores, and truck weighing stations near 
addition, 


their borders. In many em- 


ploy personnel to copy express bills of 
lading and take cognizance of parcel 
post deliveries. 

“One of our salesmen,” said Mr. 
Krieger, “was called to make an ap- 
pearance at his local state sales tax of- 
fice and was asked to disclose the con- 
tents of two parcel post packages he re- 
ceived from New York City. In one of 
them his mother had sent him a hand- 
knitted sweater for her grandchild. In 
the other, our New York office had 
mailed him samples of a new type cup 
(value 60 cents—use tax due, two cents). 
Time lost from selling activities—two 
hours.” 

“It is Krieger 
cluded, “that we can expect other states 


obvious,” Mr. con- 
to make us their tax collectors. If they 
do, I hope that they apply a sane and 
reasonable study of our marketing 
should be 
adopted for all taxpayers. Otherwise the 
state’s collection expenses will take a 
huge bite out of any anticipated rev- 
enues.” 


methods. This approach 


The tax collector speaks 

Present at the meeting was Samuel 
Stein, a representative of the California 
taxing authorities. He explained that 
he thought the simplest way he could 
present the attitude taken in his state 
would be to give the group a kind of 
composite of the letters sent to typical 
firms starting to extend their business 
from other states to California. He took 
the case of an out-of-state firm that has 
a representative in the state to solicit 
orders on a commission basis. 

“The question,” the imaginary letter 
reported by Mr. Stein began, “is 
whether you are ‘engaged in business’ 
in California as defined in the Califor- 
nia Sales and Use Tax Law so as to 
require you to collect the use tax from 
your California customers. 

“The first question is whether or not 
your representative is operating in this 
State under your authority as required 
by Section 6203(b). The term ‘authority’ 
has no settled legal meaning and hence 
depends upon the purposes and ob- 
jectives of the statute. You will note 
that ‘authority’ is defined in Ballantine’s 
Law Dictionary on page 128 as ‘dele- 
gated power.’ The purpose in amend- 
ing Section 6203 was to require all out- 
of-state retailers having any representa- 
tives here for the purpose of selling 
tangible personal property to collect 
the use tax from their California cus- 


tomers. To limit the definition of 
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‘authority’ to a situation where the 
out-of-state retailer supervises and con- 
trols the details of the work of his 
representative would serve to defeat he 
purpose of the amendment. Therefore, 
we take the position that the use of 
the phrase ‘under the authority of’ in 
Section 6203(b) refers to any relation- 
ship between an out-of-state retailer 
and a California representative where 
the former delegates to the latter any 
power whatsoever to act on behalf of 
the former. In your case, your repre- 
sentative is at least empowered, given 
the authority, to act on your behalf in 
contacting customers for your product 
and to receive orders on your behalf. 
Not just anyone can undertake to solicit 
your product. He must receive some 
franchise, power, or authority from 
you to do so. 

“The next problem is whether your 
being required to collect the use tax 
violates the ‘due process’ clause of the 
Fourteenth Amendment. 

“It is stated in International Shoe 
Company v. Washington (326 U.S. 310): 

“Whether due satisfied 
must depend rather upon the quality 
and nature of the activity in relation to 


process is 


the fair and orderly administration of 
the laws which it was the purpose of 
the due process clause to insure.’ 

“In the next paragraph of the same 
page the opinion of the court made a 
statement to the effect that to the ex- 
tent that a corporation exercises the 
privilege of conducting activities within 
a state and enjoys the benefits and pro- 
tection of the laws of that state, it must 
prepare to undertake corresponding 
obligations. 

“You enjoy the benefits of the pro- 
tection of the laws of California to the 
extent that you have a representative 
here under contract to solicit your prod- 
ucts on your behalf in this state and to 
contact California residents on your be- 
half. The nature of your activity in 
California is such that it is within the 
‘fair and orderly administration’ of our 
laws to require you to collect the use 
tax from your California customers aris- 
ing from your sales thereto and pay 
the same to the state. 

“Therefore, to make an out-of-state 
seller a tax collector under these cir- 
cumstances does not violate his rights 
under the ‘due process clause’ of the 
Fourteenth Amendment (General Trad- 
ing, 322 U.S. 335). 

“In the case of Miller Bros. (347 U.S. 
340) the petitioner had no representa- 
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tive operating in Maryland and only 
made sales to Maryland inhabitants at 
its store in Delaware. Its uuy real con- 
tact with Maryland was an occasional 
delivery by its truck across the Mary- 
land border. 

“In your case, you do have a repre- 
sentative regularly operating in Calli- 
fornia for the purpose of taking orders 
and making sales of tangible personal 
property. 

“In the Scripto case, with which you 
are by now more or less familiar, the 
Supreme Court held, in affirming the 


Florida court’s decision and _ ruling 
against Scripto, that the distinction 


between salesmen directly employed by 
the interstate seller and independent 
contractors performing sales services for 
the seller is without constitutional sig- 
nificance. The mere presence of these 
independent contractors in Florida, and 
their solicitation on behalf of Scripto, 
brought the corporation within the 
definition of a seller subject to the col- 
lection of the use tax. 

“Your type of representation in Cali- 
fornia is identical to that of Scripto in 
Florida. You too are represented only 
by independent contractors or manutfac- 
turer’s representatives who have no au- 
thority to bind you to a contract. Never- 
theless, as stated by the highest court 
of the land, you are engaged in business 
in those states in which you have such 
representation and may be held liable 
for the collection of a use tax when ap- 
plicable. It is no longer a question of 
your opinion as against ours. The stat- 
the courts and 


ute has been tested in 


squarely passed upon. Your require- 
ments have been clearly defined. 

“So there will be no misunderstand- 
ing as to our position in this matter, we 
will set forth certain provisions of our 
law that may be invoked if your registra- 
tion is not effected. Section 6204 of the 
law states ‘the tax required to be col- 
lected by the retailer constitutes a debt 
owed by the retailer to the State’. If it 
becomes necessary to facilitate the col- 
lection of any liability owing, a formal 
determination of the amount due, based 
upon the best information available to 
us, may be issued., A determination be- 
comes final and is due and payable 30 
days after being served. If not paid 
when due, an additional penalty of 
10% applies, and collection efforts may 
be started. Collection could be effected 
by turning the matter over to the At- 
torney General for action in any court, 


or collection could be effected by seizure 


May 1961 


of any property, including accounts re- 
ceivable, which your firm might have in 
California. 

“In this respect, we would like to re- 
fer you to a recent release to its sub- 
scribers by the Prentice-Hall Tax Serv- 
ice: 


Your newly-discovered _ liabilities 
can be enforced either in your own back 
yard or by suit away from your home 
grounds. If you doubt this you'll be 
rudely disillusioned. 

“ “Fach state can sue tax 
debtors in its own courts—by using (or 
enacting and using) a proper statute— 
one under which the court’s process 
against the out-of-state defendant is 
served on a designated state official, who 
in turn mails a copy to the defendant. 
If the defendant doesn’t appear, the re- 
sulting default judgment nevertheless 
gets “full faith and credit” (mandatory 


recognition) in every state. ’ 


taxing 


Pennsylvania equalizes 
use tax on outside trade-ins 


“THE PENNSYLVANIA BureEAu of Sales and 
Use announced that it 
assess use tax on 


Tax has will 
the net cash cost of 
goods purchased by trade-in. It will not 
appeal the Smith decision (Dauphin 
Cty. Com. Pls. Ct., 3/15/60) and will 
make refunds in similar cases. 

In the the Smith case, 


Pennsylvania resident, bought an auto- 


taxpayer, a 


mobile in New Jersey, giving his old 
car in part-payment. Pennsylvania re- 
fused to issue a registration certificate 
until the use tax on the full purchase 
price was paid. Mr. Smith paid under 
protest and filed for a refund of the 
portion of the tax allocable to the value 
of the car he traded in. The court held 
he was entitled to the refund, that the 
statute which taxes intrastate transac- 
tions on the net purchase price while 
taxing interstate sales on the full price 
is discriminatory and therefore uncon- 
stitutional. , 


Good planning of purchases 
can cut local taxes 


PHILADELPHIA and a number of other 
cities impose a mercantile tax on the 
gross price of many items used in con- 
struction and their 
avoid some of these taxes 
by limiting the number of times these 
items are transferred. For example, a 
Philadelphia company hires a local con- 


work. Contractors 
clients can 


tractor to build a new plant. The ma- 


terials and supplies the contractor buys 
in the city are subject to its mercantile 
license tax, and although the tax is paid 
by the seller, it is reflected in the price 
to the contractor. Subsequently, as the 
materials are incorporated into the new 
plant, the contractor bills his client fur 
reimbursement of costs, and inasmuch 
as he must now pay the tax on the 
transfer of the items from himself to 
the owner of the buildings, his bill re- 
flects it. If the owner of the new build- 
ing had arranged to have the original 
supplier sell directly to him, by-passing 
title in the contractor, one transfer and 
its accompanying tax could have been 
saved. % 


Some states collect the 
local sales taxes too 


THREE sTaTES—Michigan, Pennsylvania, 
and Washington—now impose a 4% 
sales tax; but California and Mississippi, 
with a 3% rate, collect 4% in some 
localities. The reason? The state col- 
lects the city’s 1% tax along with its 
own 3%. Because it simplifies record- 
keeping and auditing, businessmen pre- 
fer this system to Alabama’s, in which 
the local tax is administered and col- 
lected separately from the state’s. ¥* 


Extension of business tax 
to CPAs is resisted in D.C. 


NEw sources of revenue to help balance 
the budget are no less attractive to the 
Commissioners governing the capital 
than they are to other politicos. The 
current proposal to redefine the exemp- 
tions and thereby extend the Unin- 
corporated Business Franchise Tax to 
professions is meeting strong objections 
from accountants. On principle and 
with statistics showing how unequal the 
tax will be, the D. C. Institute of Certi- 
fied Public Accountants hopes to defeat 
the proposal. 

The original purpose of the franchise 
tax was to put unincorporated busi- 
nesses on the same basis as corporations, 
with the exception of “any trade or 
business which by law, customs, or ethics 
cannot be incorporated . . . and in which 
capital is not a material income pro- 
ducing factor.” The Institute’s first ob- 
jection to extending coverage to ac- 
countants is that accountants sell per- 
sonal services that do not compete with 


corporate business in 


any way and, 
therefore, are distitnguished from the 
unincorporated businesses sought to be 
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taxed. Secondly, a tax based on a return 
on capital is inappropriate to income 
earned from services. Such a levy loses 
the attributes of a franchise tax and 
becomes, in effect, an 
self-employed 


income tax on 
accountants that em- 


New state & 





Green stamps given for prompt pay- 
ment are not cash discount. Taxpayer 
was engaged in the retail drug trade in 
\rizona. As a sales promotional device 
it distributed S. & H. Green Stamps to 
its customers who paid cash or promptly 
paid their monthly bills. These stamps 
were purchased by taxpayer from the 
trading stamp company, which redeemed 
them, in merchandise only, upon pres- 
entation by customers. The state im- 
posed a privilege tax measured by “gross 
proceeds of sales,” which was defined to 
“cash allowed and 


exclude discounts 


taken on sales.” Taxpayer contended 
that the cost of the distributed green 
stamps qualified as a cash discount. The 
‘an actual 


cash reduction in price” could qualify 


court held, however, that only 


and that the cost of the green stamps 
purchased by taxpayer constituted an 
ordinary business expense rather than 
a cash discount. Ryan-Evans Drug Stores, 
Sp. Ct. Ariz., 12/21/60. 


Resale certificate excuses seller from 
collecting use tax. Taxpayer, a national 
manufacturer of radios and_ similar 
items, sells to its Florida distributors ad- 
\crtising materials for its products from 
outside the state. Except for a very small 
umount used by the distributors them- 
delivered 
without separate charge to their re- 


selves, these materials are 
tailers to promote sales of taxpayer's 
products. Under the Florida use tax, a 
seller has the burden of collecting the 
tax from his customer if the customer is 
the consumer. Under applicable Regu- 
lations, a seller is not required to col- 
lect the tax from purchasers who have 
registered as dealers and who provide 
proper resale certificates. Each of tax- 
payer’s distributors had so registered and 
had provided such a certificate. The 
taxing authority took the position that 
the advertising materials were not resold 
but were used for the benefit of tax- 
payer and its distributors, all to tax- 
that, 
ingly, taxpayer and its distributors were 


payer’s knowledge, and accord- 


consumers; taxpayer was therefore re- 
quired to collect ‘the tax. The court dis- 


ployees do not have to pay. Finally, the 
variance in tax burden caused by the 
interaction of Virginia and Maryland 
tax laws would be discriminatory and 
might possibly cause an interstate tax 
war. w 


local decisions 


agreed. It held that under the Regula- 
tions taxpayer was entitled to rely upon 
the certificates delivered to it. Without 
elaboration, the court held that a seller 
is entirely protected by a resale cer- 
tificate if “he receives it in good faith.” 
The court also held that, because of the 
Regulations, requiring taxpayer to col- 
lect, the use tax would be an uncon- 
interstate 
merce. Motorola, Inc., Sp. Ct. 
12/14/60. 


stitutional burden on com- 


Fla., 


Tax on trucker based on miles in state 
on interstate business upheld. The 
Oregon corporation excise tax is based 
on income allocated to the state. Tax- 
payer was a trucker engaged in both 
interstate and intrastate commerce. The 
Tax Commissioner allocated its income 
by a formula using the ratio of total 
mileage in Oregon (total in both inter- 
state and intrastate commerce) to total 
mileage. Taxpayer wanted to use the 
fraction ratio of Oregon miles in intra- 
state business to total miles. The Oregon 
found the Commis- 
sioner’s method constitutional. It quoted 


Supreme Court 
with approval the opinion of the U. S. 
Supreme Court in Spector (340 U. S. 
602) that a state may compute the tax 
by applying the rate to a fair propor- 
tion of the taxpayer’s business done 
within the state, including both inter- 
state commerce and intrastate commerce. 
The U. S. Supreme Court now dismisses 
the appeal from this decision. Oregon- 
Nevada-California Fast 
app. dism’d, 1/9/61. 


Freight, Inc., 


Interstate trucking equipment subject 
to ad valorem tax. The business of tax- 
payer trucking company included haul- 
ing merchandise into and 
The 
valorem tax on taxpayer’s equipment 


through 


Arkansas. state collected an ad 
used within its borders, apportioned on 
the basis of a mileage formula. On the 
of United States 


Court decisions dealing with local taxa- 


authority Supreme 
tion of railway, barge line, and air- 
craft equipment used in interstate com- 
merce, this court holds that the collec- 
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tion of such a tax, so long as it was fairly 
apportioned, did not violate the Federal 
Constitution. The court adds by way 
of dictum that the mileage formula ap- 
peared to be proper but it holds that 
taxpayer had not exhausted its ad- 
ministrative remedies to review the fair- 
ness of that formula. The court also 
holds that the state’s collection of the 
tax did not violate a provision of the 
Arkansas constitution forbidding the 
state to levy ad valorem taxes, since the 
proceeds were distributed to the various 
counties. Arco Auto Carriers, Inc., Sup. 
Ct. Ark., 11/21/60. 


State may constitutionally tax gross re- 
ceipts of foreign freight forwarding. 
Taxpayer renders services to domestic 
exporters or foreign importers in con- 
nection with the movement of goods 
from inland points onto ocean carriers 
for transportation to foreign countries. 
These services consist, in general terms, 
of expediting movement of the goods 
to the pier by rail or truck, procuring 
passage for them, arranging insurance, 
paying the ocean freight charges, sup- 
plying documents, and generally co- 
Taxpayer 
never has actual or constructive posses- 


ordinating the operation. 
sion of the goods. The court, upholding 
the assessment of New York City gross 
receipt tax, held that all these activities 
are local and separate from foreign com- 
merce and that the receipts therefrom 
are taxable by New York City. It also 
held that the tax does not violate the 
import-export clause of the U. S. Con- 
stitution, since the export processes “‘be- 
gin and end at the water’s edge.” Mo- 
hegan, Ct. App. N. Y., 11/28/60. 


Foreign corporation must pay franchise 
tax on N. Y. activities. A foreign trad- 
that 
licited, and accepted orders in its New 


ing corporation advertised, so- 
York office for gifts to be selected and 
delivered in Poland was held subject to 
the New York franchise tax. New York’s 
Court of Appeals affirmed this holding, 
without opinion, and the U. S. Supreme 
Court dismissed the corporation's fur- 
ther appeal on the ground there was no 
substantial Federal question. Justices 
Frankfurter and Douglas dissented and 
thought jurisdiction should be noted, 
particularly since Northwestern States 
Portland Cement Co. (358 U.S. 450) de- 
cided the question for interstate activi- 
ties but not for international transac- 
tions of a similar nature. Pekao Tradng 


Corp., appeal dismissed, 12/5/60. 
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Why license? Sale can bring capital 


gain on foreign use of patents, know-how 


by ANDREW W. BRAINERD 


Licensing of foreign associates is widespread among American companies; but few 


of them are aware of the possibilities of capital gain in the alternative procedure 


of sale—or an exclusive license that, under our tax laws, amounts to a sale. Mr. 


Brainerd shows how well settled the tax law on the subject is and urges careful 


consideration of the sales technique by companies exporting their know-how. 


F wast POLL of a score of leading 
American companies disclosed that 
not one had taken steps to consider 
the application to its own business of 
the possibilities for capital gains in the 
licensing situations in which these com- 
panies are presently committed. The 
only explanation for this failure to ex- 
plore so attractive a prospect would seem 
to be that the concept of the foreign 
license has grown so traditional that 
even tax men, aware generally of the 
law and the cases on the subject, fail to 
apply the idea to the export of our in- 
dustrial technology, despite the three de- 
tailed articles that have appeared within 
the past year in major foreign-trade 
and tax journals.1 Certainly the mere 
fact that the American in industry has 
normally dealt with foreigners through 
the medium of 


licensing agreements 


should not make this form of doing 
business so unalterable that it cannot 
with readiness yield to a different and 
more appropriate type of business trans- 
action. 

At the outset we might profitably 
itemize with some particularity just what 
it is that the American company pro- 
poses to make available to the foreign 
party. It is always surprising to find 
what difficulty is ordinarily encountered 
in this attempt to enumerate properties 
that constitute the American contribu- 
tion. Briefly summarized, these include 
foreign patents, trademarks, and lastly 
“know-how,” which might be said to 
include technological information and 


industrial knowledge in every form, 


whether or not reducible to paper; blue 
prints, drawings, bills of material, speci- 
fications, and the whole area of for- 
mulas and secret processes. 

One other factor is also of importance 
—the services of individuals who must 
render technical help in the various 
fields of relevant learning. We can agree 
that the rendition of personal services 
gives rise to ordinary income, and not 
capital gain, under almost all circum- 
stances; but when we consider the whole 
balance of the American contribution 
—namely, the properties to be conveyed 
—it is apparent that these must fall 
under the rule that, to earn capital gain, 
we must either sell or exchange a 
capital asset. It is necessary, therefore, 
to examine each of these different cate- 
gories of property, to establish whether 
under all of the circumstances they in 
fact are capital assets and whether it is 
possible to either sell or exchange them 
to insure that capital gains from a sale 
are received rather than mere royalties 
from making available to foreigners 
only permissive use of such property. 


Sale or exchange requirement 

Many a man has difficulty in deciding 
whether to rent or to buy a house; his 
use of the premises under either ar- 
rangement is virtually the same; and 
where a mortgage is present, his pay- 


ments of cash, although differently 


identified, often parallel rent. Under one 
species of transaction, the sale, he im- 
mediately becomes the owner of prop- 
erty, though it not be: paid for; under 


the other arrangement, the lease, he 
does not expect to, nor will he, receive 
title, despite the fact of his virtually un- 
restricted use of the property for the 
term of the lease. 

I believe it would be difficult to 
describe a more accurate parallel than 
this to the foreign licensing arrange- 
ment, for certainly in many instances, 
affiliated companies as one example, it is 
quite immaterial to the American com- 
pany whether it sells the property it 
proposes to make available to the 
foreigner or leases or licenses it. The 
fact remains, however, that for purposes 
of calculating the United States income 
tax upon the proceeds, the selection by 
the American company of the form of 
the transaction is enormously important, 
for clearly one choice will produce capi- 
tal gains, namely the sale of such prop- 
erties or their exchange for other prop- 
erty of value, whereas the traditional 
licensing will only produce royalties sub- 
ject to full tax here. 


Patents are capital assets 


As is well known, a patent is a fran- 
chise granted by a soverign government 
that has value only within its own 
limited jurisdiction. Specifically, an 
American patent is no patent abroad, 
and vice versa, and a patent granted by 
any specific country will have validity 
in that country only for the number of 
years provided by its statutes. A vast 
number of cases decided in the United 
States have almost uniformly held that 
patents in the hands of a commercial 
company constitute property used in a 
taxpayer's trade or business but not held 
“primarily for sale to customers in the 
ordinary course of trade.” From this 
point of view, then, patents meet the 
requirements of a capital asset and need 
only be sold or exchanged to create 
capital gain. 

For several years now, the Treasury 
has acquiesced in a group of cases that 
hold that proceeds from the sale or 
assignment (which are the same in legal 
contemplation) of a patent by the ordi- 
nary commercial company are to be 
treated only as capital gain.1a Thus, the 
usual industrial patent, whether do- 
mestic or foreign, is definitely a capital 
asset, and if it be sold, what is paid will 
be capital gains, even though such pay- 
ments extend over a period of years 
and be measured by the productivity or 
use to which the patent may be put, as 
measured by net sales or units sold. But 
there is an unexpected and interesting 
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refinement upon the ordinary concept 
of sale of a patent, which permits those 
who simply want to license the use of 
their patents to continue to hold the 
technical legal title to the patent and 
at the same time treat proceeds as capi- 
tal gains. 


License produces capital gain 


In a landmark case decided about 10 
years ago, an individual owned a patent 
that he made available to the B. F. 
Goodrich Company, as licensee, under 
the terms of an agreement that included 
the following provision: 

“The Licensor hereby grants to the 
Licensee an exclusive license, together 
with the right to grant sub-licenses, to 
make, use and sell [products] through- 
out the United States under [the 
patent].” 

The patent owner, Myers, thereafter 
received “a royalty of 5% of the amount 
of the sales price” of all products sold 
by the licensees or sublicensees in ac- 
cordance with his invention. The sole 
issue before the court was whether such 
receipts to the licensor, Myers, con- 
stituted income or capital gain, and’ the 
court paraphrased the issue in this way: 
“Did the agreement amount to a sale 
by petitioner of his invention to Good- 
rich . . . or was it a mere license of rights 
in petitioner’s invention, for payment 
of royalties, as the Commissioner con- 
tends?” 

It is essential to bear in mind_ that 
Myers, the licensor, did not purport to 
sell his patent to the B. F. Goodrich 
Company at all; instead, the agreement 
provided only for an exclusive license, 
“together with the right to grant sub- 
licenses, to make, use and sell” under 
the patent. In other words, it was quite 
apparent that Myers stil! legally owned 
the patent, but that he had licensed the 
exclusive and sole use of it to Goodrich. 
If Myers had actually assigned the 
patent to B. F. Goodrich, which is simply 
another way of saying, in tax language, 
that if Myers had actually effected a sale 
as such and called it a sale, permanently 


1“Income from Licensing Patents, Trade-Marks 
& Know-How Abroad,”” Taxes, March 1960; “‘The 
Capital Gains Treatment of Foreign Licensing In- 
come,” Export Trade, Five consecutive issues com- 
mencing May 16, 1960; Patent, Trade-Mark, Copy- 
right Journal of Research and Education, George 
Washington University, Washington, D. C., Sum- 
mer 1960. 

1a Treasury acquiescence in Coplan, 28 TC 1189, 
1958-2 CB 4. 

2 Myers, 6 TC 258. 

$155 F.Supp. 843, aff'd 261 F.2d 162. 

*36 BTA 732. 


and unalterably, the Myers case would 
never have been litigated, and the Com- 
missioner would probably have con- 
ceded that the sales price constituted 
capital gain. But this was not what the 
Myers agreement providec, and instead 
the agreement they had entered into 
was said to be a “licensing agreement,” 
and the payments were designated royal- 
ties. 

It was held in this case, and the hold- 
ing has been reaffirmed in dozens of 
litigations since, that whether a transfer 
of a particular right or interest under 
a patent is an assignment (a sale) or a 
license does not depend upon the name 
given to the granting agreement but 
rather upon the legal effect of its pro- 
visions. The court then held that “the 
grant of an exclusive right to make, 
use and vend a patented machine within 
a certain district is an assignment” and 
gave the grantee the right to the entire 
monopoly and property rights in the 
invention. Thus, it is legally possible 
for the holder of a patent to “license” 
the exclusive right to make, use, and 
vend products under his patent and 
thereby to effect a “sale,” although 
legally the patent holder may continue 
to remain the sole “owner” of the title 
to the patent. 

Section 1235 of the Code, which, in 
general, provides that a transfer by a 
holder of all substantial rights to a 
patent shall be considered the sale or 
exchange of a capital asset held for 
more than six months, applies only 
when the holder is an individual. The 
tax consequences of transfers by corpo- 
rations are, therefore, governed by the 
cases discussed herein. 

In this connection, we might profit- 
ably consider one very important Case, 
Merck & Company, Inc. v. Smith} in 
which Merck & Company had entered 
into a domestic license with the Ameri- 
can Cyanamid Company by which a 
patent covering certain sulpha drugs 
was made available to the licensee for 
the balance of the life of the patent. 
Merck & Company originally reported 
receipts from the licensing agreement as 
ordinary income and, being differently 
advised at a later date, filed a claim for 
refund of taxes, alleging that all of the 
monies thus collected by it had been, 
in fact, capital gains. The Merck agree- 
ment provided for the payment of 
royalties, in return for which the sole 
and exclusive right to make, use, and 
vend under the patent was granted to 
the licensee. A refund of $325,000 was 
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[Andrew W. Brainerd is a member of the 
Illinois bar, with offices in Chicago. 
This article is based on a paper pre- 
sented by him several months ago at a 
Conference of the International Man- 
agement Division of the American Man- 
agement Association on Taxation and 
Organization of International Opera- 
tions.]} 





awarded Merck & Company on the basis 
that a sale had in fact been made, and 
this holding of the district court was 
affirmed some months later by one of 
the major circuit courts of appeals. 

I think we might generalize from this 
case and that of Myers that it is legally 
possible for the holder of a foreign 
patent, whether the holder be an in- 
dividual or a corporation, either to sell 
the patent directly to another or to 
grant an exclusive license of the patent 
under conditions that provide for con- 
veying all of the substantial rights to 
the patent to the foreign licensee. Under 
both of these forms of business trans- 
actions, the net effect under our tax law 
is to create a sale, and the patent being 
admittedly a capital asset, such sale 
creates capital gains, even though, as 
the courts have repeatedly held, pay- 
ments be designated royalties, be spread 
out over a period of the number of 
years remaining in the life of the patent, 
and be based upon its productivity or 
use by the licensee or vendee. 


Sale of know-how 


The term know-how and its practical 
identification are primarily matters of 
evidentiary concern, problems in defini- 
tion and designation. Where technologi- 
cal knowledge consists of an invention 
or secret process, even though not 
patented, the courts have accorded such 
property virtually the same tax treat- 
ment that they have patents. In the case 
of Diescher* it was held some years ago 
that an inventor's right to his invention 
comes into being at the time when, “by 
drawings made, signed and exhibited to 
them, skilled in the art of 
manufacture might be enabled to create 
and place into living form the object 
of the The court there 
found that it was not a material ques- 
tion whether the invention was there- 
after ever patented, and instead pointed 
out that the grant of a patent is in no 
sense the perfection of a legal right to 
the invention, for such right already is 
in existence. The function of the patent, 
it said, is singular; it constitutes simply 


pe rsons 


invention.” 
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the grant of governmental authority to 
exclude others from the use and sale 
of the invention for the statutory 
period. 

In the recent case of Lysbeth Huc- 
kins,> the sole question presented to a 
Florida court was “whether or not pay- 
ments received by the plaintiff . . . were 
to capital gains treatment.” 
These payments were based upon an 


entitled 


agreement entered into by the deceased 
husband of the plaintiff with Huckins 
Yacht Corporation, under which secret 
processes, never patented and known 
only to the deceased, were made avail- 
able to the corporation, in return for 
which the corporation bought the “com- 
plete interest in them, whatever that in- 
terest was, and paid money for it.” The 
court held that the right to the secret 
process was property of the plaintiff's 
decedent, which he was under a legal 
right to sell, and proceeds therefrom 
constituted capital gains and not ordi- 
nary income. 

The rationale of the 
was followed 
Lasell,® in 
tomers of a California partnership was 
transferred to a competitor, and the sole 
issue presented was whether or not the 
list of constituted the sale 
of a capital asset. The court held that 


Huckins 


months ago in 


case 
several 


which a list of water cus- 


customers 


“the amount paid to plaintiff . . . ex- 
ceeded by some 900% the amount the 
compéetitor’s witness testified it would 
have paid for the customer lists and 
goodwill had the sale of such assets been 
discussed by the negotiators.” 

Although it was then held that the 
amount of money received under the 
agreement constituted ordinary income 
rather than capital gain, the court as- 
sumed that the lists were capital assets 
but placed the reason for its decision on 
the fact that the 
adduced did not 


evidence that was 
support in any way 
the position, contended by the plain- 
tiffs, that the amounts received were ac- 


tually paid for the customer lists; in 


fact, as the court points out, had the 
customer lists only been sought and not 


other assets, the competitor would have 


F.Supp. — (1960), DC SD Fla., Jacksonville 
Div., 4/1/60. See also Wall Products, Inc., 11 TC 
51. 

F.Supp. 
9/6/60. 
7 Switzer, 226 F.2d 329; Watkins, 149 F.Supp. 718; 
Wright v. Riddell, DC SD Calif. (1957). 
® DC SD N.¥, 1950. 
® TCM, Dkt. No. 25736, 3/24/52. 
10 GCM 21507, 1939-2 CB 189. 
1138 Taxes ‘235 examines the relevant case back- 
ground and that of know-how. 


(1960), DC ND Calif., Sou. Div., 
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only paid one-ninth of the amount in 
question. From this case we see the rule 
again developed that to earn a capital 
gain the whole intent of the parties, 
their entire plan taken under all of the 
circumstances, must indicate with some 
conclusiveness that a bona fide sale was 
intended and that amounts paid were 
actually paid for the capital assets sold.? 

In another case of a few years ago, 
Thompson vy. Johnson, plaintiff ob- 
tained a patent that appeared to be in 
conflict with patents held by others to 
whom he conceded priority, thereby 
casting doubt on the validity of his own 
patent. He then licensed his question- 
able patent to a large pharmaceutical 
company, and the Commissioner argued 
that as he “never had clear title to the 
properties he purported to convey . 
he did not own a capital asset which 
he could sell.” The court said: 

“The court is of thé opinion that 
technical principles of patent law are 
not controlling for present tax purposes. 
It is well established that one who dis- 
covers a secret process has certain rights 
in his discovery even though it may not 
be patentable. Thus he is protected 
against the unauthorized use or dis- 
closure of his process by one to whom 
it has been revealed in confidence. [Cit- 
ing cases.] If someone desires to em- 
bark upon the commercial exploitation 
of such a process and pays for its acqui- 
appears why that 
patentable or 
should not be treated as the ‘property’ 
of the seller within the meaning of the 


sition, no reason 


process, whether not, 


capital gain provisions.” 

Practically the same issue was pre- 
which the 
examines the right of an inventor to 
dispose, at capital gains rates, of an 
invention, the patentable status of which 


sented in Jmm,® in court 


is obscure. Citing one of the Treasury’s 
own rulings,!° the court finds that ‘““The 
holding period of a patent does not 
come into being upon the obtaining of 
a patent, but exists prior to that time 
upon the inventor’s reduction of his 
invention 
held that 
right in each of the inventions which 


to actual. practice.” It then 
petitioner “had a_ property 


fhe] had reduced to practice. These 


rights represented something of ex- 
changeable value which the partnership 
possessed since it was able to exchange 


them for a valuable consideration. .. .” 


Trademarks 


It has been conclusively adjudicated 


that a trademark granted by a sovereign 


government is a monopoly the law pro- 
tects, that as such it is a right of prop- 
erty, even though intangible. If a com- 
pany wishes to sell a foreign mark, it 
may do so, and if the sale grants all of 
the incidents of ownership to the vendee 
or assignee, the proceeds from the trans- 
action constitute capital gain. Just as 
in the case of a patent, the exclusive and 
perpetual license to another of all the 
substantial rights to a trademark has the 
same effect in law as an actual sale or 
assignment, even though the legal title 
remains in the transferor. Proceeds re- 
ceived annually from such a license, 
though measured by productivity or use 
of the mark, are entitled to treatment 
as capital gain and not ordinary in- 
come,11 


Conclusion 


As the usual visitor to Europe by 
quickly touching its capitals is some- 
times enabled to form impressions of 
a continent that a prolonged exposure 
to the provinces only confirms, so would 
it be my hope that this brief survey of 
a profoundly complex field might serve 
to raise notions and images to which 
intensive study might add only the illus- 
trative examples or the cases involving 
special circumstances that by their de- 
viations would prove the accuracy of 
these generalizations. As so much of 
our law without equivocation guarantees 
a taxpayer's right to claim capital gains 
from the careful disposition to foreigners 
of our technical industrial property, no 
doubt the time lies not far off when the 
tempo of this awareness will so accelerate 
as to render obsolete our older notions 
of licenses and royalties and replace 
these with the buy and sell mechanism 
our laws fortunately now allow. ve 


New decisions 





Transient stay in Greenland belies 
claim that taxpayer was a bona fide 
resident there. Taxpayer went to work 
in Greenland under an 
that called for services in 
Greenland and the U. S. The more ex- 
tended stay in two of the three years in- 
volved was actually in the U. S., and in 
the other year taxpayer was in the U. S. 
48%, of the time. The court concluded 
that taxpayer’s intention was to have a 


employment 
contract 


transient stay in Greenland and_ holds 
that he was not a bona fide resident of 
Greenland for any of the years in ques- 
tion. Scheuren, TCM 1961-52. 
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President proposes t> exempt foreign 
banks’ interest inccme cn U. §. Gov- 
ernment obligations. In a letter to the 
Speaker of the House of Representa- 
tives, President Kennedy proposes that 
“foreign central banks of issue” be ex- 
empt from tax on interest derived from 
holding obligations issued by the U. S. 
Government, if such obligations are held 
in connection with non-commercial ac- 
tivities. This proposal would supple: 
ment Subchapter N, Sections 881-884. 
Its effect would be to place U. S. Gov- 
ernment obligations on a par with time 
deposits and bankers’ acceptances, which 
are already exempt from tax by statute. 
Presidential Release, 2/24/61. 


Samoa government is U. S. agency. Fol- 
lowing previous decisions, this court 


holds that the government of American 
Samoa is an agency of the United States 
Government. Accordingly, taxpayer's 
salary as an employee of the Samoan 
government was not exempt as income 
earned in a_ possession. Butchart, Ct. 
Cls., 12/1/60. 


Nonresident aliens can get group clear- 
ance. The IRS announces a new pro- 
cedure whereby nonresident aliens hav- 
ing no income in the U. S. may get a 
group clearance when they are leaving 
the country without personal appear- 
ance at an IRS office. Generally this pro- 
cedure will be available only for groups 
sponsored by governmental 
institutions, 


agencies, 
educational foundations, 
trade associations, and the like. Rev. 


Proc. 60-35. 


New fraud and negligence decisions 





Motel income reconstructed; fraud 
penalties upheld. Income from the op- 
eration of a motel was reconstructed 
from the number of sheets rented by 
the motel. Effect was given to non- 


After 


the bed-occupancy days were thus de- 


income-producing occupancies. 
termined, the amount was multiplied 
by a stipulated daily occupancy rate to 
arrive at gross receipts. Similarly, in- 
come from a _ restaurant was recon- 
structed from stipulated food purchases, 
opening and closing inventories, theft 
losses, and personal consumption of food 
by the owner’s family. Fraud penalties 
are sustained upon a finding of sub- 
stantial understatements of income. The 
court notes that there were inaccuracies 
in the motel registration cards, omission 
of vending machine income, and the 
deduction of personal items as business 
expenses. Agnelino, TCM 1961-22. 


Fraud finding supported by facts. Tax- 
payer's. material and consistent under- 
statement of income over a four-year 
period, his keeping of two sets of 
records, his destruction of some of the 
records, and his prior criminal convic- 
tion are held to constitute substantial 
and adequate evidence of a fraudulent 
intent to support the fraud penalty. 
Platon, TCM 1961- 50. 


Negligence in not paying over withheld 
taxes is not willful. Plaintiff, an at- 
torney, became treasurer of a corpora- 
tion in financial difficulties. The corpo- 
ration agreed with the IRS to make 


weekly deposits against its liability for 
withholding taxes. Plaintiff made out 
the checks to the Government and 
turned them over to the opérating head 
of the business. The checks were never 
deposited. Although plaintiff knew this 
man was unreliable, his negligence in 
not attending personally to the deposit 
was not willfulness. The 100% penalty 
against 


him was improperly assessed. 


Markewich, DCN. Y., 2/2/61. 


Failure to file returns part of plan to 
evede taxes. A lawyer's explanation for 
his failure to file returns for 1959 through 
1954 was have the 
which to pay the taxes 
which were due, and that he was under 


that he did not 


mozey with 
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the impression that he could not file a 
return without making payment of ‘the 
tax it would show as due. He also testi- 
fied that he always intended to pay 
whatever taxes were due at some future 
time. The court concluded the failure to 
file any returns was part of a plan to 
evade taxes and that any vague ‘inten- 
tion to pay in the future was condi- 
tioned the contingency of his 
being caught. Ripperger, TCM 1961-58. 


upon 


Pacifist must pay taxes, with penalties. 
Taxpayer, a pacifist, refused to file tax 
returns because it was against his re- 
ligious principles to pay taxes to be 
used for war He also 
tended that requiring him to pay taxes 
is contrary to the freedom of religion, 
guaranteed by the First Amendment. 
In each of the years in question taxpayer 
sent a letter to the IRS expressing his 
views but did not seek legal advice. The 
Commissioner assessed deficiencies plus 
penalties under Section 291(a) of the 
1939 IRC for failure to file returns, 
under Section 293(b) on account of 
fraud, and under Section 294(d)(1)(A) 
and Section 294(d)(2) for failure to file 
declaration of estimated tax and under- 


purposes. con- 


estimation of tax. The court holds that 
the First Amendment does not relieve 
1 pacifist or conscientious objector of 
ihe duty to pay taxes. Nor does tax- 
payer's reasonable 
Section 29l(a) or Section 
294(d)(1)(A) to relieve taxpayer of these 


belief constitute 


cause unde1 
penalties, since taxpayer did not con- 
constitutional law ex- 
pert. The court finds no fraud is in- 
volved and refuses to impose fraud 
penalties. Muste, 35 TC No. 102. 


sult any tax o1 








Now available 


a new fortnightly periodical airmail edition 


“EUROPEAN TAXATION” 


It keeps you up to date about taxes in 
Europe. Every two weeks 8 pages of tax 
news and surveys of European tax systems. 


Subscription price $35. — postage included. 


Specimen copies available from the editor: 
INTERNATIONAL BUREAU OF FISCAL DOCUMENTATION 
Herengracht 196 - Amsterdam (Holland) 
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Though tax-saving is only motive, 


interest is deductible, IRS concedes 


by JOHN M. DOUKAS 


With the announcement that the Government is not appealing Stanton, it becomes 


clear that the IRS agrees that business purpose in incurring a debt is not pre- 


requisite to deducting interest on it. M? 


*- Doukas examines the Tax Court’s re- 


versal and concludes that interest on a genuine indebtedness is now deductible, 


even though the only purpose of the transaction is the securing of a tax benefit. 


IGH-BRACKET TAXPAYERS who had 
been involved in tax-saving plans 
aimed at securing interest deductions 
were delighted to hear in February 1961 
the unexpected good news that the 
Commissioner had decided not to per- 
fect his appeal to the Second Circuit in 
Stanton.1 In this case, in April 1960, 
the Tax Court permitted the deduction 
of interest paid on bank loans incurred 
to purchase short-term U. S. Treasury 
notes and non-interest-bearing commer- 
cial notes yielding a rate of return less 
than the interest paid on the loans. On 
another issue the Tax Court held for 
the Government, finding that the gain 
on the sale of the non-interest-bearing 
commercial notes was ordinary income. 
The Commissioner appealed the first 
holding, and the taxpayer appealed the 
second. Then, late in February 1961, 
both the Commissioner and the tax- 
payer withdrew their appeals pursuant 
to stipulation. 

The determination by the Commis- 
sioner not to appeal the interest-deduc- 
tion issue indicates that he has accepted 
the view expressed by the majority of 
the judges of the Tax Court in the 
Stanton case that a deduction for in- 
terest is not dependent in any way upon 
a business purpose or a profit motive. 


Business purpose 


The Stanton case was a landmark case 
in the Tax Court because there the 
court, for the first time, held that a 
business purpose in incurring a debt was 


not required to support deduction of 
the interest. In earlier cases not only 
do the opinions contain language to this 
effect, but the decisions were clearly 
based on the doctrine that business pur- 
pose was necessary. 

Pricer to the Stanton case, the Tax 
Court was confronted with a series of 
cases involving high-bracket taxpayers 
who attempted to save taxes by utilizing 
tax-saving plans aimed at securing in- 
terest deductions. One of the most popu- 
lar plans involved the borrowing of 
money to buy U. S. Notes at a discount. 
The purchase of these securities was 
financed through actual loans from real 
banks, or in many instances purported 
loans, and the loans were secured by 
the notes. The notes were sold at a 
profit after being held for more than 
six months. The excess of the amount 
realized over cost was reported as a 
long-term capital gain, and the interest 
actually paid was claimed as a deduc- 
tion. The net interest received on the 
obligations was reported as ordinary in- 
come. 


Goodstein case 

The leading case of a tax-saving plan 
aimed at securing an interest deduction 
that utilized the purchase of U. S. 
Treasury notes was the Goodstein case.* 

The principal question involved in 
the Goodstein case was the disallowance 
of the interest deductions claimed by 
the taxpayer as interest paid to a so- 
called finance company. 


The Tax Court analyzed the compli- 
cated facts and disallowed the claimed 
interest deductions. The Tax Court re- 
lied on Gregory v. Helvering,3 which 
established the doctrine of form versus 
substance, and held that the total trans- 
action was devoid of substance and that 
it should be ignored for tax purposes. 
As an alternative theory, the Tax Court 
held that, even if the transaction were 
considered as one of substance, the tax- 
payer, being on the cash basis, would 
not under the facts be entitled to a de- 
duction for interest in either of the tax- 
able years involved. It held that there 
was no payment of interest for the rea- 
son that the giving of promissory notes 
by a taxpayer on a cash basis does not 
satisfy the statutory requirement of 
payment. The significant point to note 
with respect to Goodstein is that one 
of the principal grounds for the deci- 
sion of the Tax Court was, in substance, 
that an interest deduction requires a 
business purpose or a profit motive. 

Goodstein was followed by Sonna- 
bend,4 which held to the same effect. 

The theory developed by the Tax 
Court with respect to interest deduc- 
tions was applied by the United States 
Court of Claims in Broome, which in- 
volved a tax-saving plan similar to the 
one involved in Goodstein. 

The Lynch,® Julian,’ and Miles® cases 
involved mere variations of the tax- 
saving device utilized by Goodstein and 
were significant in the development of 
the doctrine by the Tax Court that an 
interest deduction requires a_ business 
purpose or profit motive. 

In Lynch and Julian the transactions 
involved were merely bookkeeping en- 
tries. In Goodstein, at least, real Treas- 
ury notes were involved, and such insti- 
tutions as C. J. Devine & Company and 
the Guaranty Trust Company were util- 
ized to transfer securities by these insti- 
tutions. In Lynch and Julian the book- 
keeping entries dominated; there was 
little cash there were no 
Treasury notes involved; and Devine 
and the 
utilized. 

The significance of the Lynch, Julian, 
and Miles cases was that the taxpayer 
used a new approach in an effort to 
prevail. First, he contended, just as 
Goodstein had contended, that his in- 
vestment in securities, his indebtedness, 
and his interest payments were legiti- 
mate business transactions and he hoped 
to secure a profit from the securities’ ap- 


involved; 


Guaranty Trust were not 
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preciation in the market place. Second, 
the taxpayer as an alternative argued 
that, assuming his transactions lacked a 
business purpose, “it is of no moment, 
for a deduction pursuant to Section 
23(b) is not subject to the limitation on 
this basis.’’® 

Thus, the Tax Court was confronted 
for the first time in these tax-saving 
cases with the specific question of 
whether or not a business purpose is 
necessary to secure an interest deduc- 
wrote the 
opinion in these cases, held after a 
careful analysis of all of the form-v.-sub- 


tion. Judge Bruce, who 


stance cases, that a business purpose is 
necessary in order to secure an interest 
deduction. Thus, the doctrine was clear- 
ly established by the Tax Court. 

The Commissioner utilized the doc- 
trine developed by the Tax Court with 
respect to interest deductions to prevail 
in various other courts against taxpayers 
who attempted to minimize their taxes 
by utilizing different types of tax-saving 
plans aimed at securing interest deduc- 
tions. 


Circuits avoid business issue 


It should be noted, however, that 
insofar as the Treasury notes cases were 
concerned, both the Court of Appeals 
for the First Circuit, in the Goodstein 
case, and the Court of Appeals for the 
Second Circuit, in the Lynch and Julian 
cases, definitely refused to extend the 
business purpose doctrine to include in- 
terest-deduction cases. Although they 
sustained the Tax Court in these cases, 
their decisions were not based on the 
theory that an interest deduction re- 
quired a business purpose. For example, 
the First Circuit affirmed the decision 
of the Tax Court in the Goodstein case 
but chose to rely upon the alternative 
theory relied upon by the Tax Court. 
It took the position that, even if the 
transaction involved therein were con- 


134 TC No. 1 (1960). [Note that this is not Stan- 
ton, CA-2, 3/23/61, aff’g 186 F.Supp. 393, in which 
late last month the appeals court upheld the dis- 
trict court on remand from tke U. S. Supreme 
Court. Ed.] 
230 TC 1178 (1958), aff’d 267 F.2d 127, CA-1, 1959. 
8 293 U.S. 465 (1935). 
“17 TCM 882 (1958), aff’d 267 F.2d 319, CA-1, 
1959. 

170 F.Supp. 613, Ct. Cls. 1959. 
® Lynch, 31 TC 990 (1959), aff'd 273 F.2d 867 
CA-2, 1959. 
7 Julian, 31 TC 998 (1959), aff'd sub nom. Lynch 
273 F.2d 867, CA-2, 1959. 
8 Miles, 31 TC 1001 (1959). ’ 
® See note 6. 
10176 F.2d 570, CA-2, 1949, rev’g 9 TC 247, cert. 
denied 338 U.S. 955 (1950). 
11 See note 6. 
12 Section 264(a) provides that: 


sidered as one of substance, the tax- 
payer, being on the cash basis, would 
not, under the facts, be entitled to the 
interest deduction for the reason that 
there was no payment of interest, and 
the giving of promissory notes by a tax- 
payer on a cash basis does not satisfy the 
statutory requirement of payment. 

The Second Circuit, which was re- 
sponsible for extending the business- 
purpose doctrine of Gregory v. Helver- 
ing to cases other than reorganization 
cases (in Transport Trading and Ter- 
minal Corp.) did not extend the doc- 
trine to interest-deduction cases. Instead, 
the Second Circuit avoided the issue 
on the theory that it could affirm the 
Tax Court “on the more fundamental 
ground that all the elaborate drawing 
of checks, execution of notes and book- 
keeping entries performed by taxpayers, 
Livingstone and Gail did not in fact 
produce the legal transactions which 
they simulated. The deductions per- 
mitted by Section 23(b) of the 1939 
Code for all ‘interest paid or accrued . . . 
on indebtedness’ is for the payment of 
‘compensation for the use of forbear- 
ance of money.’ Deputy v. duPont, 308 
U. S. 488, 498 (1940). Here, no money 
was used for forborne. When the series 
of transactions . . . was completed, the 
parties were exactly where they had 
been at the outset. . . .”"11 


Annuity cases 

Another type of tax-saving plan aimed 
at securing interest deductions involved 
the borrowing of money from an in- 
surance company to buy annuity bonds 
and deducting the interest paid on the 
loans. This tax-saving plan was rendered 
obsolete with respect to any annuity 
contracts purchased after March 1, 
1954, by virtue of Section 264(a) of the 
1954 Code.12 

Prior to the passage of the 1954 Code, 
however, it was utilized by large num- 


“(a) Genera! Rulc.—No deduction shall be al- 
lowed for— 

“(1) Premiums paid on any life insurance pol- 
icy covering the life of any officer or employee, or 
of any person financially interested in any trade 
or business carried on by the taxpayer, when the 
taxpayer is directly or indirectly a beneficiary un- 
der such policy. 

“(2) Any amount paid or accrued on indebted- 
ness incurred or continued to purchase or carry a 
single premium life insurance, endowment, or an- 
nuity contract. 

“Paragraph (2) shall apply in respect of an- 
nuity contracts only as to contracts purchased 
after March 1, 1954.” 

18272 F.2d 200, CA-9. 1959, aff’d by the Supreme 
Court 11/14/60. 

14 258 F.2d 577, CA-5, 1958. 

15 31 TC 26 (1958) aff’d sub nom. Weller, 270 F.2d 
294, CA-3, 1959, cert. applied for. 
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[John M. Doukas is a member of the 
Boston law firm of Brown, Rudnick, 
Freed & Gesmer. He was trial attorney 
for the Government in many of the Tax 
Court cases discussed in this article.] 





bers of taxpayers as a tax-saving device. 
An example of this type of plan is out- 
lined in Rev. Rul. 54-94, 1954-1 CB 53. 

The leading case involving this type 
of tax-saving plan is Knetsch,'8 which 
was decided by the Supreme Court on 
November 14, 1960. Prior to the deci- 
sion in the Knetsch case, there existed a 
conflict between the decision of the 
Fifth Circuit in Bond,14 and the Ninth 
Circuit, which had decided Knetsch. 

The facts in the Knetsch case were 
very similar to numerous other cases in- 
volving this type of tax-saving plan. The 
taxpayer, in form, purchased $4 million 
in 214%,30-year annuity bonds from an 
insurance company. He paid $4,000 in 
cash, and for the balance he gave the 
insurance company his notes at 314%, 
which were secured by the bonds. The 
notes were non-recourse. He raised part 
of the money for the interest payments 
on his notes by borrowing further on 
the annual increase in the cash value 
of the bonds. 

The Ninth Circuit had affirmed the 
judgment of the district court, which 
had held that the amount paid to the 
insurance company was not interest in 
fact but the purchase price of a tax de- 
duction. 

The Supreme Court affirmed the de- 
cision of the court of appeals and held, 
in substance, that the transaction in- 
volved was a sham transaction. 

The so-called insurance-annuity tax- 
saving plan was tried before the Tax 
Court prior to the decision by the dis- 
trict court in the Knetsch case. The Tax 
Court had no difficulty with cases of 
this type and held that the amount paid 
to the particular insurance company was 
not interest in fact but the purchase 
price of a tax deduction. In addition, 
the Tax Court clearly relied upon the 
business-purpose doctrine in denying the 
deduction. Cf. Em- 
mons15 and Weller.16 


claimed interest 

The Third Circuit affirmed the Tax 
Court decisions in Emmons and Weller 
and also seemed to spell out clearly the 
theory that a business purpose was neces- 
sary in order to secure an interest de- 
duction. 

It is also significant to note that the 
Goodstein case was cited as authority in 
these annuity 


insurance bond cases. 
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"This would indicate that Goodstein was 
considered by these courts as standing 
for the proposition that a business pur- 
pose was necessary to secure an interest 
deduction. 

Thus, prior to the Stanton case, the 
‘Tax Court had developed the doctrine 
that interest deductions require a busi- 
ness purpose or a profit motive, and this 
‘doctrine had enabled the Commissioner 
to defeat the taxpayer in different types 
of tax-saving plans aimed at securing in- 
terest deductions. 


Stanton had real debt 
Stanton is also a landmark case for’ 
the reason that it was the first victory 
in any court by a taxpayer who utilized 
a tax-saving plan involving Treasury 
notes or commercial notes aimed at se- 
deduction. 


curing an interest 


Stanton was remarkably similar to 
the many Treasury-notes cases previous- 
ly litigated, beginning with Goodstein, 
except for the all important difference 
that a genuine indebtedness was in- 
volved. 

Stanton was a high-bracket taxpayer 
who purchased large amounts of short- 
commercial 
Unlike the 


financed his 


term Government notes or 


paper at a discount. “Liv- 


ingstone” cases, he pur- 
chases through actual loans from real 
banks, and the loans were actually se- 
cured by the notes. The notes were sold 
at a profit after holding them for six 
months. The excess of the amount real- 
ized over cost was reported as a long- 
term capital gain, and the interest, 
which was actually paid, was claimed 
as a deduction. The net interest received 
on the obligations was reported as ordi- 
nary income. 

Just as in Goodstein, there was no 
hope of profit except in terms of tax 
savings. The preconceived plan in Stan- 
ton was that the excess of the interest 


paid on the borrowed funds over the 
interest income, if any, on the obliga- 
tions would be offset in whole or in part 
by capital gains, and in any event there 
would be a tax benefit because the in- 
terest deduction would wipe out high- 
rate taxable income, and the capital 
gain would be taxed at only 25%. 
The 
sented for 


Tax Court was, therefore, pre- 
the first time in a Treasury- 
notes case with the specific question of 
whether a business purpose is a neces- 
sary requirement in order to deduct in- 
terest that aruse out of a genuine in- 
debtedness. 


Judge Murdock, the Chief Judge of 


May 1961 


the Tax Court, who wrote the opinion, 
held that interest was deductible 
that a business purpose was not re- 
quired. The pendulum had swung in 
the Tax Court. 

The substance of Judge Murdock’s 
reasoning was that the indebtedness in- 
volved was genuine and that the express 
provisions of Section 23(b) of the 1939 
Code allow a deduction for interest paid 
on a genuine indebtedness. Furthermore, 
although there are exceptions to the 
general rule of Section 23(b), under the 
facts of the instant case none was ap- 
plicable. He also analyzed the legislative 
history of Section 23(b) and concluded 
that nothing was contained therein that 
would disallowance of the 
claimed deduction. He also stated that 
“Congress had included no requirement 
in the Code that the borrowed money 
be used in connection with a transaction 


and 


require 


entered into for profit or that it cannot 
be borrowed for personal or non-busi- 
ness purposes or used in a transaction 
involving tax benefits, cf. Park, 113 
F.2d 352, and the Tax Court has no 
authority to write or read such require- 
ments into the law.” 


Pre-Stanton cases distinguished 


Judge Murdock then proceeded to 
distinguish the cases relied upon by the 
Commissioner. He stated that the facts 
in each of the cited cases relied upon by 
the Commissioner were easily distin- 
guished from the Stanton case. He stated 
that the leading case cited by the Com- 
missioner was the Goodstein case but 
that important differences robbed it of 
all effect as an authority. He conceded 
that the Goodstein case was correctly 
decided for the reason that the Good. 
The 
Treasury notes were “purchased” and 


stein transactions were shams. 
‘sold” practically as one transaction in 
which no real money passed on behalf 
of the taxpayer. The alleged lende1 
money to lend. 
Furthermore, no Treasury notes were 


corporation had no 
held as security or otherwise by the 
corporation. He stated that Goodstein 
was not the owner of any Treasury notes 
during the time the “loan” was sup- 
posed to be in effect. In fact, Goodstein 
was not entitled to receive and did not 
receive the benefit of any interest on the 
Treasury notes. There was no indebted- 
ness of $10 million. The whole question 
of “interest” in the Goodstein case was 


merely an empty bookkeeping device to 
create the illusion of indebtedness, in- 
terest, and long-term capital gain. 


Judge Murdock insisted that all cases 
similar to the Goodstein case were cor 
rectly decided on the “fundamental 
ground” that there was no real indebted- 
ness in any of them and that they were 
merely collusive shams to create a sup- 
posed appearance of indebtedness on 
which supposed interest was paid. In 
addition, he stated that anything con- 
trary to the holding in the Stanton case 
was not necessary in the Goodstein, 
Lynch, Julian, and Miles cases and was 
not binding on the Stanton case. 

In distinguishing the cases relied upon 
by the Commissioner, Judge Murdock 
then turned to those cases that involved 
tax-saving plans using deductions for in- 
terest payments made by the taxpayers 
to an insurance company on loans con- 
nected with an annuity contract. The 
leading case with respect to transactions 
of this type is the Knetsch case. Judge 
Murdock distinguished the Knetsch case 
as well as all other similar to 
Knetsch on the ground that a genuine 


cases 
indebtedness did not exist in them. 


Dissent in Stanton 

The Stanton case was reviewed by the 
Tax Court, and four judges dissented. 

The four dissenting judges in the 
Stanton case took the position, in sub- 
stance, that the transactions should be 
disregarded for tax purposes because 
they were engaged in solely for the pur- 
pose of securing tax deductions, and the 
fact that real debts were incurred in- 
dicated more rigid observance of the 
formalities but did not give economic 
reality to a scheme set up essentially for 
tax avoidance. They also did not feel] 
that the majority properly distinguished 
the numerous other cases relied upon 
by the Commissioner. 

Nevertheless, the Tax Court had con- 
cluded that an interest deduction does 
not require a business purpose or profit 
motive. 


Capital gain issue 


The second issue in the Stanton case 
involved the question of whether in- 
terest income or capital gain was real- 
ized when the non-interest-bearing notes 
were sold. It should be noted that the 
issue of whether the sale of the Treasury 


16 31 TC 33 (1958), aff’d sub nom. Weller, 270 F.2d 
294, CA-3, 1959, cert. applied for. 

1723 TC 391 (1954), rev’d on other grounds, 236 
F.2d 398, CA-8, 1956. 

18 308 U.S. 488 (1939). 

19 Friedman, 34 TC No. 45 (1960); Fabreeka Prod- 
ucts Co., 34 TC No. 30 (1960); Sherman, 34 TC 
No. 31 (1960) and others. 

20 See note 19. 
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notes results in ordinary income or Capi- 
tal gain was not before the court. The 
Tax Court was concerned with the 
1952 and 1953. The Treasury 
notes were sold in 1954. 

The court held that the sale of the 
non-interest-bearing 


years 


commercial notes 
resulted in ordinary income. The court 
relied upon the case of Paine!? in sup- 
port of its holding but did not spell out 
the principles underlying its holding. 
The Paine case, which stands for the 
proposition that the redemption of notes 
originally issued at a discount represent- 
ing compensation for the use of capital 
includes what is substantially a payment 
of interest, does not seem in point. 

Section 117 (a)(4) and (a)(1) of the 
1939 Code, which was applicable to this 
case, defines capital gain as “gain from 
the sale or exchange of a capital asset” 
and a capital asset simply as “property 
held by the taxpayer’ subject to certain 
exceptions not here relevant. Sections 
1222(3) and 1221 of the 1954 Code is 
similar to the provisions of the 1939 
Code. Thus, it would appear that the 
taxpayer's gains, derived from the sale 
of the non-interest-bearing notes, qualify 
under this definition. 

Nevertheless, the holding in Stanton 
is realistic in that it must be recognized 
that the value of 
now and money in the future 
gives the lender either interest or a 
discount-issue price in return for fore- 
going present use. And although such 
compensation, if in the form of dis 
count, is realized terminally and not 


difference in the 
money 


periodically, as is interest, it is within 
the definition by the Supreme Court in 
duPont'8 to the effect that interest 
includes “compensation for the use or 
forbearance of money.” 

under the 
1232(a)(2)(A) of 
the 1954 Code, taxpayers will not be 


It should be noted that 
provisions of Section 


able to: receive capital gains treatment 
for appreciation of capital attributable 
to an original-issue discount. The sig- 
nificant point to note, however, is that 
short-term U. S. Treasury notes would 
not be excluded from capital gains treat 
ment under the provisions of the 1954 
Code. The reason for this conclusion is 
that short-term U. S. Treasury notes do 
not constitute notes that are classified 
as original-issue discount.” It is true 
non-interest- 
bearing commercial notes, which were 


that with respect to the 


directly in issue before the Tax Court 
in the Stanton case, the effect of the 
provisions of the 1954 Code would be 


to preclude any seller from receiving 
capital gains treatment for the reason 
that these notes do constitute original- 
issue discoun: securities. 


Significance of IRS action 


First, the most significant point with 
respect to the Stanton case is that the 
Tax Court reversed its previous position 
and now takes the view that a deduc- 
tion for interest is not dependent in 
any way upon a business purpose or a 
profit motive. Furthermore, this present 
view of the Tax Court has been repeated 
in other cases since Stanton. 

Second, the determination by the 
Commissioner not to appeal the in- 
terest-deduction issue indicates that he 
has accepted the view expressed by the 
majority of the judges of the Tax Court 
in the Stanton case that a deduction for 
interest is not dependent in any way 
upon a business purpose or a_ profit 
motive. Although the Commissioner has 
not yet formalized this view, his attitude 
in not perfecting his appeal in the Stan- 
ton case and other cases since the Stan- 
ton decision would lead one to conclude 
that he does intend ultimately to con- 
cur formally in the view expressed by 
the Tax Court in the Stanton decision.?° 

Third, the significance of the view ex- 
pressed by the Tax Court, and the ap- 
parent concurrence of that view by the 
Commissioner, is that a high-bracket tax- 
payer can now feel free to save taxes 
by utilizing tax-saving plans aimed at 
securing interest deductions. It is no 
longer necessary for the taxpayer to 
worry about a business purpose or a 
profit motive. His sole motivation can 
be tax-saving, provided he incurs a gen- 
indebtedness 
money and claims an interest deduction. 


uine when he_ borrows 

Fourth, a taxpayer, as a result of the 
Stanton decision, could utilize the fol- 
lowing tax-saving plan: 

A high-bracket taxpayer can purchase 
large amounts of short-term U. S. Treas- 
ury notes at a discount, which he can 
finance through actual loans from real 
banks and offer as security for said 
loans the purchased securities. After 
holding the securities for a period in 
excess of six months, he can sell the 
securities at a profit, and the excess of 
the amount realized over cost can be re- 
ported as a long-term capital gain, and 
the interest actually paid can be claimed 
as a deduction. Any interest received on 
the securities will be reported as ordi. 
nary income. 

Short-term U. S. Treasury notes are 
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not considered original-issue discount 
notes, as were the non-interest-bearing 
commercial notes involved in the Stan- 
ton transaction; this would obviously 
affect the capital gain feature of this 
tax saving plan. 

Fifth, there is one caveat, however, 
that the taxpayer should always bear in 
mind when he embarks on a tax-saving 
plan motivated solely for the purpose of 
saving taxes. He must remember that he 
will always risk an attack by the Com- 
missioner that the transaction is a ‘sham 
transaction.” The citations in support 
of this caveat are too numerous to list. * 


IRS rule on ratable accrual 
of double local tax protested 


THe Tax Committee of the American 
Institute of Accountants has protested 
to Commissioner Caplin that Rev. Rul. 
61-7 in effect treats taxpayers who accrue 
one-iwelfth of their local taxes monthly 
on their books as having made a binding 
election for tax purposes. Reading an 
important tax election into what is 
only a matter of convenience is, the 
Committee feels, unwarranted. 

Rev. Rul. 61-7 (originally TIR 272) 
was issued by the IRS to make it clear 
that it was not going to attempt to 
apply to years before 1960 the rules 
adopted by P.L. 86-781. This law was 
adopted after several states had moved 
the lien date for local taxes from Jan- 
uary 1 to December 31. Since local taxes 
have been held to accrue on the lien 
date, this maneuver had the effect of 
putting two state tax accruals into one 
calendar year, a double deduction for 
most Federal income taxpayers. The IRS 
had announced that it was not going 
to accept this and had issued Rev. Rul. 
60-133, saying that it would not recog- 
nize such a double deduction as proper- 
ly reflecting income. Congress settled 
the question for 1960 and subsequent 
years—the second tax is treated as ac- 
cruing when it would have accrued ex- 
cept for the change in the local law. 

After the passage of this law, the IRS 
issued Rev. Rul. 61-7, stating that 60- 
133 will not be applied to a change in 
local law prior to September 14, 1960. 
But the ruling goes on to say (and this 
is the provision the AICPA committee 
object to): “Taxpayers, however, .who 
accrue on their books one-twelfth of the 
property or other tax each month over 
the period of time covered by the 
assessment are deemed to be on the 
ratable accrual method and will not be 
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permitted a deduction of more than 12 
months’ taxes in their calendar year.” 
The tax committee said that it “be- 
lieves the IRS is attempting to impute 
an election on behalf of a taxpayer to 
follow the method of 
accounting for tax purposes simply be- 


ratable accrual 


May 1961 


cause the taxpayer has made monthly 
accruals of the tax on its books, solely 
for interim bookkeeping purposes. The 
tax committee considers the Service's 
position unwarranted, unjustly discrim- 
inatory and, in effect, contrary to the 
intent of Congress.” w 


Mills proposes new tests for carrying 


losses through changes of ownership 


by LAWRENCE J. LEE 


The loss carryover provisions of the Code are unsatisfactory, and tax men (and 


economists and businessmen, too) have been trying to devise an equitable system. 


An important proposal is included in H.R. 13104, introduced last year by 


Representative Mills, chairman of the House Ways and Means Committee. This 


part of the bill, actually drafted by the Joint Committee staff, is here analyzed 


by Mr. Lee and compared with proposals by the Advisory Group on Subchapter C, 


the American Law Institute, and tax committees of the American Bar Association. 


Fp CopE AS IT NOW STANDS allows a 
successor corporation to use the loss 
carryover of its predecessor but limits 
or eliminates it if there have been 
specified changes of ownership or of the 
business. Suggestions for change are 
variations on two recurring ideas—allow 
the loss to the taxable entity that sus- 
allow it to the economic 
H.R. 13104, 
as it was introduced in the last Congress, 
adopts both attitudes in part. It would 
allow the loss carryover only to the 


entity that suffered the loss and, if there 


tained it or 
business that sustained it. 


has been a change of ownership, would 
allow the loss to be offset only against 
income from a business that had been 
operated by the entity prior to the 
change of ownership. 

In addition, H.R. 13104 attempts to 
block the tax avoidance possible when 
a company can take over assets with a 
high basis but low value—in effect, ac- 
quires a “built-in-loss.” The bill would 
require the basis to be reduced to some- 
thing approaching market value, limit- 
ing the loss allowable when the assets 
are sold. 

The bill was introduced by Repre- 
sentative Mills during the recess of 
Congress to serve as a focus for study 
and discussion. At the present time it 
appears that the tax-writing committees 
of Congress will work on fairly compre- 
hensive revisions this session, and oper- 
ating loss carryovers will undoubtedly be 
considered. The Mills bill solution as 
it now stands presents many technical 


as well as policy questions. The funda- 
mental issue is whether Congress is wise 
in attempting to write out highly tech- 
nical rules for carryovers without clari- 
fying the application of Section 269.1 
Perhaps it is sufficient to rely upon the 
more subjective and yet all-inclusive 
reach of Section 269, especially since 
the courts have lately interpreted the 
section as barring trafficking in loss car- 
ryovers. 

The proposals do not touch upon 
many technical problems, such as when 
a business is “substantially the same” 
or what happens if the loss or acquiring 
corporation has not engaged in an active 
business for the two-year period prior to 
the change in ownership. Is 50% of 
the stock of the surviving corporation 
too stiff a requirement? Will it in- 
hibit even non-tax-motivated acquisi- 
tions? Should a change in ownership be 
deemed to have taken place, for ex- 
ample, when a shareholder acquires 50 
percentage points more non-voting com- 
mon stock or non-participating pre- 
ferred stock when the corporation is 
overburdened with a prior participating 
preferred issue? 


Current law 


Section 381 of the Code is designed 
to ease a successor corporation into the 
“tax shoes” of its predecessor. It pro- 
vides that an acquiring corporation in 
certain tax-free liquidations and _ reor- 
ganizations? automatically succeeds to 
various specified tax attributes, includ- 


ing loss carryovers, of the transferor. 
Congress intended by this section to sub- 
stitute a statutory norm for reliance on 
judicial decision (see, e.g., Sansome, 60 
F.2d 931; Munster, 331 U.S. 210; Phipps, 
336 U.S. 410). 

Section 381 itself contains no limi- 
tations on the loss carried over; it is 
Section 382 that eliminates or curtails 
the carryover in certain instances. ‘The 
limitation was intended to prevent traf- 
ficking in loss corporations, which could 
arise under Section 381, especially since 
Section 129 (now Section 269) appeared 
in 1954 to be inadequate for the task. 

Subsection 382(a) is aimed at pre- 
venting the recurrence of the Alprosa 
Watch Corp. (11 TC 240) situation, i.e., 
the purchase of a loss corporation solely 
for the sake of its carryover. It applies 
where (1) one or more of the 10 share- 
holders, who together own the greatest 
percentage of the value of the stock on 
the test date, acquire 50 percentage 
points of the value of the stock of the 
loss corporation over that held at the 
beginning of the current or prior tax- 
able year; (2) the percentage point in- 
crease is attributable to a “purchase” of 
stock or a stock redemption; and (3) a 
substantial change is made in the char- 
acter of the corporation’s business. If 
the conditions are all violated, the loss 
carryover is completely lost. 

Subsection (b) is intended to insure 
a continuity of interest of the loss cor- 
poration shareholders in the acquiring 
corporation. It requires that the loss 
carryover, whether of the transferor or 
of the acquiring corporation, be reduced 
if the shareholders of the loss corpora- 
tion receive less than 20% (measured 
in value) of the acquiring corporation 
in reorganizations specified in paragraph 
381(a)(2); 5% of the loss carryover is 
disallowed for every 1% less than the 
required 20%. 

Section 382 was hastily drafted and, 
being so complex, has given rise to 
numerous questions of application and 
interpretation. For example: What con- 
stitutes a substantial change in busi- 


1 Section 269 (Section 129 of the 1939 Code) disal- 
lows any deduction, credit, or other allowance if 
(1) any person acquires control of a corporation 
or (2) any corporation acquires the property of 
another corporation in a tax-free transaction, and 
the principal purpose of such acquisition was the 
evasion or avoidance of Federal income taxes by 
securing the benefit of a deduction, credit, or other 
allowance, which such person or corporation would 
not otherwise enjoy. The clarification is particu- 
larly necessary since the publication of the pro- 
posed Regulations on Section 269 (published in 
the Federal Register, 12/10/60). The following 


quote illustrates the coverage of the proposals: 
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ness? What happens when there are 
independent purchases of stock by per- 
sons, unknown to each other, which 
purchases meet the 50 percentage point 
limitation? Should the purchase be con- 
sidered part of a tax-avoidance scheme? 
The omission of stock-for-stock reor- 
ganizations (Subparagraph 368(a)(1)(B)) 
opens a possible loophole. No reason 
appears for ending the carryover for 
nonqualifying purchases and only re- 
ducing it for nonqualifying reorganiza- 
tions. As a result, the commentators sug- 
gest that Section 382 probably has no 
effect other than acting as a blue print 
for successful loss acquisitions! 

The American Law Institute has 
urged adopting an ownership approach 
as the sole test. Their recommendation 
is based on the premise that new owners 
should not benefit from the losses of 
the prior owners. The ALI draft pro- 
vides, in the stock-purchase situations, 
that the loss carryover is eliminated if 
there is a purchase of 67% or more of 
the stock of the loss corporation. The 
continuity-of-business test contained in 
Subsection 382(a) would be eliminated. 
The line is drawn at 67% since this is 
the point where the minority share- 
statutes, be- 
come wholly ineffectual. As to reor- 
ganizations, including the B type, the 
ALI would deny the carryover unless the 
stockholders of the loss corporation re- 
ceived 33% or more of the fair market 
value of the outstanding stock of the 
acquiring corporation. 


holders, under most state 


Same business rule 


recommenda- 
Bar Association 
Tax Section with reference to Section 
382; but the working committees have 
the repeal of Subsection 
382(a). It is their opinion that the sub- 
section came into effect because Section 
269 (old Section 129) did not cover the 
Alprosa Watch Corp. situation and that 
it should now be eliminated in view of 


There are no formal 


tions of the American 


proposed 


current decisions making it clear that 
Section 269 covers both the acquired 


“(b) Acquisition of control; transactions indica- 
tive of purpose to evade or avoid tax.... (1) A 
corporation or other business enterprise (or the 
interest controlling such corporation or enter- 
prise) with large profits acquires control of a cor- 
poration with current, past, or prospective cred- 
its, deductions, net operating losses, or other al- 
lowances and the acquisition is followed by such 
transfers or other action as is necessary to bring 
the deduction, credit, or other allowance into con- 
junction with the income (see further Regs. Sec- 
tion 1.269-6).”’ 

2 Paragraph 381(a)(1) concerns distributions in 
liquidation of a subsidiary corporation where the 


and acquiring corporation (British Mo- 
tor Car Distributors, 31 TC 437, rev’d 
278 F.2d 392; Thomas E. Snyder Sons 
Co., 34 TC No. 39). As a substitute they 
suggest that Section 269 be amended to 
provide, speaking generally, that if the 
same business is conducted (whether by 
different owners or not), the loss can be 
carried over. This is an economic-entity 
concept: If a business (the economic 
entity) incurred the loss, that business, 
if continued, should be entitled to 
utilize it. As to reorganizations, the ABA 
committees would require that the loss 
corporation shareholders receive a 34% 
continuing interest. 


Carryover and price 


The Advisory Group on Subchapter 
C suggests that the desired result can 
be accomplished by relating the avail- 
ability of carryovers to the price paid 
for the business or stock of the loss cor- 
poration so as to eliminate any profit 
from the acquisition of loss carryovers 
except as an incident to the acquisition 
of a substantial going business. They 
would provide that, where there has 
been at least a 50% change in ownership 
of the loss corporation, loss carryovers 
would be limited to 50% of the con- 
sideration paid for that business regard- 
less of the manner of acquisition and 
regardless of whether stock or assets are 
acquired. 

The Mills bill, the work of the Joint 
Committee on Internal Revenue Tax- 
ation, assimilates recommendations pre- 
viously made by various groups. 

Proposed Subsection 386(a) in Mr. 
Mills’ bill states that, except as provided 
in Subsection (b), if there is a change in 
ownership, the net operating loss carry- 
over from pre-change years® cannot be 
used in computing the net operating loss 
deduction for any post-change taxable 
years.4 This marks a shift in approach 
because it emphasizes that carryover is 
a privilege. Existing legislation takes the 
position that the carryover is the rule 
and views the limitations provided in 
Section 382 as departures. The theory 
bases of the subsidiary’s assets carry over to the 
parent. Paragraph 381(a) (2) concerns the follow- 
ing types of reorganizations: (1) a statutory 
merger or consolidation; (2) a transfer of all or 
substantially all the assets of one corporation to 
another corporation where the transferor distrib- 
utes all its property, including the stock of the ac- 
quiring corporation to its shareholders in pursu- 
ance of the plan; and (3) a mere change in name, 
business form, or place of incorporation. 

8 The taxable year ending on or after the date of 
ownership change and all years before that year. 


* The taxable year ending after the date of the 
change in ownership and all years thereafter. 
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[Lawrence J. Lee is a member of the 
Washington, D.C., bar.] 





behind the proposal, when viewed by 
itself, is the concept advanced by the 
ALI that change of ownership termi- 
nates carryovers. The bill does not, how- 
ever, adopt the ALI 67% cut-off point. 

Proposed Subsection 386(b) states the 
exceptional situations in which a loss 
carryover can be used after a change 
in ownership. It provides that, if under 
Sections 381 and 269 a net operating 
loss carryover could be utilized in com- 
puting the net operating loss deduction 
of a corporation for a post-change year, 
it is available only to offset income at- 
tributable to the active conduct of a 
qualified continuing business. 

A qualified continuing business (re- 
ferred to hereafter as a QCB) is a trade 
or business actively conducted by the 
corporation that incurred the net oper- 
ating loss giving rise to the carryover 
for two years prior to the date of the 
change in ownership. To test the “same- 
ness” before and after the change in 
ownership, the bill requires consider- 
ation, among other relevant factors, of 
the extent to which the “employees, 
plant, and products are substantially the 
same.”” This test is an improvement over 
the standards suggested by the unfor- 
tunate language of the 1954 Conference 
Committee report. That indi- 
cated, for example, that a mere change 
in location would be a_ substantial 
change. “he new test, however, still 
relies on the “substantially the same” 
language that is the riddle of existing 
law. Furthermore, it overlooks, as does 
the present statute, business realities in 
that sound business sense dictates drop- 
ping an unprofitable 
profitable one. 


report 


business for a 

The definition suggests an assimila- 
tion of the Libson Shops (353 U.S. 382) 
and consolidated return viewpoints. Lib- 
son Shops took the position that a sub- 
stantial identity of the loss and profit 
business enterprises was required and 
that setting off the pre-merger losses of 
one the post-merger 
profits of another business was not per- 
missible. In the consolidated return area, 
if an affiliate corporation (S) has a loss 
in 1959 but files a conslidated return 
with the profitable affiliate (P) in 1960, 
S’s loss carryover cannot be applied 
against P’s income because S’s loss was 
not sustained in the year when the con- 
solidated return was first filed. Thus 
there must be a blending of the profit 


business against 
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TABLE I: Basis adjustments under Section 387 








(1) (2) (3) (#) (>) (6) (7) 
Basis over 

120% Basis New 

Excess 120% of FMV Reduction basis 

Asset Basis FMV (1)-(2) FMV (1)-(4) (below)  (1)-(6) 
A $5,000 $3,000 $2,000 $3,600 $1,400 $ 800 $4,200 
B 6,000 5,000 1,000 6,000 none 400 5,600 
C 9,000 7,000 2,000 8,400 600 800 8,200 
20,000 15,000 5,000 18,000 2,000 2,000 18,000 


Step one: 120% of total fair market value ($15,000) is $18,000. Since aggre- 


/0 


gate basis ($20,000) exceeds $18,000, adjustment of basis is required. 
Step two: Adjust basis of A. Excess of A’s basis over fair market value is 
$2,000 (column 3). The aggregate excess is $5,000 (column 3). A’s basis of $5,000 


€ 


is reduced by 
5, 


0 . ; 
aa of $2,000, the aggregate excess of basis over 120% of fair 
5,006 


market value (column 5). This is a reduction of $800, leaving basis of A at $4,200. 
Step three: Adjust basis of B. Excess of B’s basis over fair market value is 
$1,000 (column 3). As in step two, the aggregate excess is $5,000. B’s basis of 


1,000 


. 


a; 





$6,000 is reduced by 


of $2,000, which, as in step two,.is the aggregate 


excess of basis over 120% of fair market value (column 5). This is a reduction of 


$400, leaving the basis at $5,600. 


Step four: Adjust basis of C. Excess of C’s basis over fair market value is 
$2,000 (column 3). As in steps two and three, the aggregate excess is $5,000. C’s 


2,000 


basis of $9,000 is reduced by Try of $2,000, which, as in steps two and three, 


9; 


is the aggregate excess of basis over 120% of fair market value (column 5). This 
is a reduction of $800, leaving basis at $8,200. 





with the loss business. This 
basically is the approach adopted by 
the ABA working committees; i.e., if a 
business entity, regardless of a change 


business 


in ownership, incurred a loss and after 
the transaction that business is still in 
operation, then it is entitled to the loss 


Carryover. 


Examples of proposals 
[he proposed provisions can be il- 
lustrated by the following simple ex- 
amples: 
Example: 
ness (P) purchases the stock of an un- 


\ profitable watch busi- 


profitable glove business (L) on January 


1, 1960, in such a manner as to consti- 


tute a change in ownership. P acquires 
the opportunity to use L’s valuable loss 
However, these 


carryovers. Carryovers 


can be utilized only to offset profits 
arising from the operation of the glove 
business, since it was the one incurring 
the losses. 
Example: Unprofitable glove _ busi- 
ness (L) merges under Section 368(a)(1) 
(A) with profitable watch business (P) on 


January 1, 1960, in such a manner as to 


constitute a change in ownership. P 
acquires the opportunity to use L’s 


valuable loss carryovers. However, these 





carryovers can be utilized by P only to 
offset profits arising from the operation 
of the glove business, since it was the 
business that incurred the losses. 

As these examples show, the bill would 
end aging losses for two years and then 
offsetting them against the profits of a 
new business, as is now possible under 
Section 382. 

H.R. 13104 provides that if a net 
operating loss carryover was acquired 
before the two-year period ending with 
the change in ownership, then a QCB 
against whose income the loss can be 
used is defined as a business that was 
actively carried on by the acquiring cor- 
poration during the two-year period 
ended by the change in ownership. 

Example: Loss corporation (L) and 
profit corporation (P) merge in 1958, 
thereby affording P potential carryovers. 
In 1961 P undergoes a change in owner- 
ship [by reorganization or purchase 
qualifying under Section 388]. P may 
set off the losses acquired from L in 
1958 against the profits earned by con- 
tinuing to conduct the same business it 
operated from 1959 through 1961. 

In the last example, it should be 
noted that the business absorbing the 
loss can be completely different from 


that conducted by L if the carryover 
received in 1958 was by a transaction 
that did not trigger a change in owner- 
ship. Thus a change of the business of 
the loss corporation after the acquisi- 
tion would not serve to limit the carry- 
over after a suitable passage of time 
before a change in ownership by the 
acquiring corporation. 

Furthermore, if the net operating loss 
was acquired during the two-year period 
ending with the change in ownership, 
the QCB is the business conducted by 
the transferor or distributor corpora- 
tion throughout the portion of such 
two-year period before the acquisition 
and conducted thereafter by the acquir- 
ing corporation for at least the re- 
mainder of the period. 

Example: 1 and P merge on July 1, 
1959, P thereby acquiring a net oper- 
ating loss carryover from L. On July 
1, 1960, P undergoes a change in owner- 
ship. P can use the carryovers acquired 
from L only against profits earned by 
operating the business that L conducted 
between July 1, 1958, and July 1, 1959, 
and that it conducted thereafter. 

Although the various periods of oper- 
ation can be tacked, the proposed 
statute does indicate that it is the loss 
corporation’s business that must be con- 
ducted. 

If the acquiring corporation itself sus- 
tained a loss in a taxable year ending 
after the start of the two-year period, 
a QCB is any business conducted by it 
for the two-year period ending on the 
date of change or a business acquired 
during that time that it has continued 
to operate if such business was acquired 
before the close of the taxable year in 
which the loss arose. 

Example: L and P merge on July 1, 
1959. P acquires L’s losses for carryover 
purposes. P itself suffers a loss in opera- 
tions on December 1, 1959. P is on a 
calendar-year basis. On July 1, 1960, P 
has a change in ownership. It appears 
that P can utilize the carryover against 
profits earned by continuing to operate 
the business conducted by it from July 
1, 1958, through July 1, 1960, and/or 
against profits earned by operating the 
business L conducted from July 1, 1958, 
to July 1, 1959, which was continued as 
a going concern by P thereafter. 

In this situation it appears that P is 
entitled to offset the acquired losses 
against the profits arising from either 
the business it conducted for the prior 
two years or one acquired in a tacking 
situation. 
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Another tax-avoidance plan H.R. 
13104 would block is the acquisition of 
assets with a high basis but a low 
market value. If the acquiring corpora- 
tion can take over the assets with the 
transferor’s old high basis, it can sell the 
assets when convenient and offset the 
losses so realized against otherwise tax- 
able income. H.R. 13104 tries to block 
this by requiring an adjustment to the 
basis of the assets taken over in a Sec- 
tion 381 transaction. The proposed new 
Section 387 provides that, if assets are 
acquired in a Section 381 transaction 
and if there has been a change of owner- 
ship and if the assets have a basis more 
than 120% of their fair market value, 
then their basis is reduced. 

The adjustment is made to the basis 
of Section 387 loss assets—a Section 387 
asset whose basis exceeds its fair market 
value. A Section 387 asset is defined as 
property described in Section 1231(b)(1). 
That section is a definition of property 
used in the trade or business, and thus 
a Section 387 asset is depreciable prop- 
erty used in the business (held for 
more than six months) and real property 
used in the business (held for more than 
six months). Section 387 assets do not 
include inventory, property held for sale 
to customers, and copyright, 
timber, coal, livestock, and unharvested 


certain 


crops. 

The language of the statute is difh- 
cult to follow. The accompanying Table 
I shows how the proposal is intended 
to work. 

After the Section 387 adjustment, the 
potential loss on asset A, for example, 
is reduced to $1,200, B to $600, and C 
to $1,200. Under existing law the loss 
would have been for A $2,000, for B 
$1,000, and for C $2,000. Without en- 
tering a lengthy technical discussion of 
the section, we may ask why a similar 
provision is not provided to cover buili- 
in profits on low-basis-high-value assets 
if it be the drafters’ intention to neutral- 
ize the transaction after a change in 
ownership. 


Change of ownership 


Section 388, which defines “change of 
H.R. 
13104, since the “change” calls into 


ownership,” is the essence of 


play the rules for both basis adjustment 
and loss carryovers discussed above. The 
section is lengthy and technical and space 
forbids the consideration justified. Suf- 
fice it to say that the Joint Committee 
staff appears to have devoted most of its 


time to this section. It is intended to 


be all inclusive and by so being be- 
comes something less than a draftsman’s 
model. 

Speaking in general terms, a change 
of ownership occurs with respect to a 
corporation in two instances. First, a 
change of ownership takes place when 
one or more of the principal share- 
holders of the corporation own(s) 50 
percentage points more stock of the 
corporation than such shareholder(s) 
owned on the same date two years 
previous. Presumably this covers all 
types and classes of stock. The principal 
shareholders are the 20 persons who 
own the greatest percentage of the fair 
market value of the outstanding stock 
of the corporation. The attribution rules 
of Section 318, as amended by the 
proposed bill, apply, and their applica- 
tion is set forth in the section. 

Second, a change occurs when share- 
holders of a corporation a party to a 
reorganization own 50% or less of the 
stock of the surviving corporation after 
the reorganization. As the paragraph is 
phrased, “shareholders” is a group con- 
cept. Suppose a dissenting shareholder 
receives cash, but the remainder of the 
shareholders receive at least 50% of the 
survivor's stock. There may still be a 
change in ownership if the acquiring 
corporation (which picked up the dis- 
senter’s stock) violates the purchase test. 
The latter test includes the “B” type 
reorganization. A change of ownership 
in such situation can be illustrated as 
follows: 

X corporation has 100 shares of vot- 
ing common stock owned equally by 
shareholders A and B. Y corporation has 
100 shares of voting common stock held 
equally by C and D. Y corporation ac- 
quires X corporation by issuing 10 
shares of Y voting stock each to A and 
B in return for a total of 80 shares. 
There has been a change in ownership 
with respect to X corporation, since A 
and B are deemed to have a total of 
3514% of X (treated as the surviving 
corporation), which is less than the re- 
quired 50%. 

X corporation is treated as the sur- 
viving corporation for the purpose of 
testing whether it has undergone a 
change of ownership. Under the pro- 
posal A and B, who after the B reor- 
ganization own 20 (of the new total of 
120) shares of Y as a result of sur- 
rendering their X stock, are treated as 
owning their proportionate share of the 
X corporation, which, after the reor- 
ganization, is owned by Y. Since A and 
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B together own 20/120 of Y, they are 
deemed to own 1/6 of the 80 shares of 
X held by Y, or 1314 shares. Although 
the statute is not explicit on the point, 
presumably A and B are also deemed to. 
receive or hold the 20 shares of X they 
did not exchange for Y stock. 


Conclusion 


This brief outline of the provision 
of H.R. 13104 dealing with loss carry- 
overs can touch on only a few of the 
many problems it raises. Because of its. 
origin, it is certainly going to have con- 
siderable attention paid to it, and it 
may be that, with some of the difficul- 
ties of concept and language clarified, it 
will become the basis for a new legisla- 
tive attempt to end trafficking in losses. 
The Joint Committee staff is eager to. 
have the comments and suggestions of 
practitioners and tax committees of the 
bar associations and CPA societies. * 


Administration’s “secret” 
tax credit stirs protests 


ALTHOUGH THE SURREY TASK FORCE re- 
port, proposing a direct credit against 
tax, rather than increased depreciation 
deductions, for new investments in de- 
preciable property, has never been pub- 
lished, the matter was discussed at the 
Senate hearings on Surrey’s confirma- 
tion, and business and labor groups have 
begun to criticize it. 

At the hearing, Mr. Surrey, nomi- 
nated to be the Assistant Secretary of 
the Treasury in charge of tax policy, 
said the credit might be proposed as a 
permanent part of the Code, rather 
than as a temporary anti-recession anti- 
dote. Though no details were offered, it 
is generally reported that the credit 
would permit a direct reduction of in- 
come tax by a fixed percentage of the 
excess of investment outlays in the cur- 
rent year over similar expenditures in 
the prior year. Of course, until specific 
proposals are made, it is difficult to- see 
how such a plan would work, but it is 
feared it would encourage bunching of 
improvements rather than a consistent 
policy of modernization. 

Opposition is to be expected from 
those who believe that tax reduction 
ought to benefit the consumer rather 
than the producer and who, therefore. 
urge personal tax cuts. If the proposal 
has only lukewarm support from busi- 
ness and strong opposition from labor, 
it may face tough sledding in Con- 
gress. w 
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Small loan companies ask new handling 


of precomputation and PHC exemption 


by L. J. STYSKAL & J. E. NEWTON 


Small loan companies that would otherwise be classed as Personal Holding Com- 


panies (because of the limited number of stockholders and the nature of their in- 


come) have usually qualified for exemption under special rules in the Code. How- 


ever, new methods of computing interest, widely used in the business, have 


raised doubts that the companies now meet these tests. Mr. Styskal and Mr. Newton 


examine industry practice in the light of the IRS ruling (Rev. Rul. 60-194) and 


conclude that the ruling is not the answer to the industry’s problem. 


R™ Rut. 60-194 has caused extensive 
confusion, although it was intended 
to do exactly the opposite: to alleviate 
confusion and give companies engaged 
in the small loan business a pattern 
under which they could avoid personal 
holding company classification while 
still using the precomputation method 
of computing interest or charges per- 
mitted by the state laws under which 
they are licensed. 

Simply stated, “‘precomputation” is 
the calculation of interest in advance 
as though the contract were to be re- 
paid according to its terms and there- 
upon adding such precalculation to the 
principal and dividing such calculation 
into even payments with appropriate 
provisions for a refund in the case of 
prepayment and for default or defer- 
ment charges in the event the contract 
is not paid according to schedule. 

Section 542(c)(6) and (7) of the Code 
provide for exemptions of personal hold- 
ing companies from the tax that would 
otherwise be imposed on them if such 
companies do business (6) “under State 
supervision” or (7) under “one or more 
State statutes providing for the direct 
Under 
Section 542(c)(6) it is further required 
that, to qualify for this exemption, 80% 


regulation of such business.” 


or more of the gross income must be 
interest on loans made to individuals, 
and 60% of such gross income must be 
from interest “not payable in advance 
or compounded and computed only on 
unpaid balances.” Under Section 542(c) 
(7) (relating to lending companies not 
otherwise excepted) the requirement is 
that 80% or inore of the gross income 
must be lawful interest, discount, or 
other charges ‘‘which do not, in the case 
of any individual loan, exceed in the 
aggregate an amount equal to simple 


interest at the rate of 3 percent per 
month not payable in advance and com- 
puted only on unpaid balances.” 

Under the precomputation method, 
interest is computed on a simple interest 
basis, the computation is added to the 
principal, and the total is divided into 
equal payments that are credited to the 
borrower’s account without separating 
principal from interest except under 
special circumstances. The system usually 
provides for refunds under a “rule of 
78ths” in the case of prepayment. Under 
this rule the lender may receive interest 
or charges greater than is permitted by 
a law that allows only simple interest. 
If he does, does he lose his tax exemp- 
tion? 

There is considerable doubt whether 
precomputation methods fit within the 
terms of the exemptions granted to 
small loan licensees by the above sub- 
sections of Section 542. Those subsec- 
tions were written for operations under 
the Russell-Sage type of law,! and con- 
siderable stretching and straining is re- 
quired to make them conform to this 
new method. 

To determine the effect on the tax 
exemption of the state laws allowing 
precomputation, an Illinois licensee ap- 
plied for an income tax ruling. In the 
application the circumstances were fully 
stated as to the probabilities of income 
under the precomputation method being 
greater than simple interest. The ruling 
that resulted, 60-194, is summarized as 
follows: 

“A small loan company will not lose 


1 The Russell Sage Foundation was established in 
1907 by Mrs. Russell Sage “‘for the improvement of 
social and living conditions in the United States.” 
In carrying out its purposes, its Department of 
Remedial Loans drafted a pattern for a Uniform 
Small Loan Law, the first draft of which was re- 
leased under date of November 29, 1916. That 


its exempt status under Section 542(c) 
(6) or (7) of the Internal Revenue Code 
of 1954 solely by reason of adopting 
the method of precomputing interest on 
loans authorized by the Small Loans 
Act of the State of Illinois, as amended. 
However, in determining whether such 
company is excepted from the definition 
of a personal holding company, that 
portion of interest charged by the com- 
pany in excess of interest computed only 
on unpaid balances, although includ- 
able in gross income as interest, may 
not be taken into account in determin- 
ing whether such company satisfies the 
percentage of gross income requirement 
prescribed in those sections. If the gross 
income requirement is met, after ex- 
cluding such excess, the company will 
be exempt from personal holding com- 
pany classification, provided it meets 
the other tests specified in those sec- 
tions.” 


Rev. Rul. 60-194 analyzed 


Note the last clause of the ruling. It 
was intended to give relief to lenders 
operating under a state law permitting 
precomputation, provided they met 
“other tests.” The trouble with the rul- 
ing, however, is that every licensee has 
to adopt some means of measuring the 
difference between what it does get 
under the precomputation method and 
what it might have received under the 
simple interest method. It then has to 
exclude the excess to see whether the 
balance meets the percentage tests for 
the Personal Holding Company Tax 
exemptions. 

It should be noted at this point that 
under the tax laws the burden of proof 
is always on the taxpayer to bring him- 
self squarely within any claimed exemp- 
tion. He cannot sit idly back and say 
that the Internal Revenue Service could 
never prove that he did not come within 
the exemption. It is the Service that can 
“sit back” and demand that the lender 
prove he qualifies if he desires to take 
advantage of the exemption. 

Those who see some advantage in 
Rev. Rul. 60-194 apparently base their 
thinking on the fact that under the ex- 
ception in subsection (6) of Section 
542(c) there is a 40% “cushion” or lee- 
way for income from sources other than 


draft and subsequent drafts provide for payment 
of interest and all charges payable at a specified 
all-inclusive monthly rate on the declining bal- 
ances of the loan for the exact time the successive 
balances remained outstanding. 

2 The “dollar-add-on” method is that under which 
interest and services incidental to a loan are ex- 
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those coming specifically from. the li- 
censed business. Subsection (7) grants 
the lender-taxpayer a 20% cushion or 
leeway. It seems to be assumed that with 
this cushion or leeway the lender-tax- 
payer can have no problem. 

However, many taxpayer-lenders have 
other types of income that have already 
consumed a considerable part of this 
leeway; the excess resulting from pre- 
computation is simply one additional 
item and could well be the straw that 
breaks the camel’s back. For example, 
lenders frequently have income from (1) 
interest from subsidiaries, (2) manage- 
ment fees, (3) recoveries, andd (4) rents 
and dividends. 

It would appear, therefore, that a 
problem exists. How then should the 
taxpayer meet it? 

Of course, the taxpayer could recom- 
pute all loans on a simple interest basis 
and then compare what was received 
under precomputation as against what 
would have been received on simple 
interest. This, of course, would be an 
impossible task. 

Accountants have suggested various 
methods that might be acceptable. We 
shall not go inte exhaustive detail but 
shall simply enumerate some of the sug- 
gestions. 

1. Assume that a lender has operated 
for at least one full fiscal year under the 
existing Consumer Finance Law on a 
simple interest basis. The lender can 
then determine the gross income. he 
has received on, for example, $1 million 
loans outstanding. Since this is gross in- 
come, it would not be affected by any 
items such as rent, salaries, or other 
types of overhead. This, then, can be a 
unit of measurement as to the amount 
earned per million dollars on a simple 
interest basis. If during the next fiscal 
year the lender operates under pre- 
computation, he can determine the gross 
earnings per million dollars and com- 
pare the two. The excess received under 
precomputation can then be excluded 
for the purpose of applying the per- 
centages set forth in the Personal Hold- 
ing Company Tax Law Exceptions. 

2. A lender could calculate the high- 
est possible excess he could receive under 
a law permitting precomputation and 
then apply such percentage as his pre- 


pressed in dollars rather than percentages, and 
computed on the original amount of the loan for 
the full term of the contract, which aggregate 
computation is added to the net loan and the result 
divided into equal payments, payable according to 
schedule, with appropriate provisions for refunds 
in case of prepayment. 


compute excess. For example, under 
Illinois Law, there is an $800 ceiling. 
Assume the extreme situation under 
which the maximum period for which 
loans are made is 24 months and that all 
loans are made for the maximum 
amount and for the maximum maturity 
and are repaid at the end of the first 
month. Under the precomputation 
method of operation, such prepayment 
would produce an excess of 22.07% in 
interest. If the 40% leeway is applied, 
this would still permit an approximate 
leeway of 18% for other types of in- 
come received by the lender, such as 
those mentioned above. The percentage 
of excess, of course, would diminish in 
relation to smaller‘ loans with shorter 
maturities prepaid later in the term of 
the contract, but if the most extreme 
case we have mentioned above is used, 
then precompute excess could not pos- 
sibly exceed the 22.07% figure. 

3. In lieu of using the most extreme 
case as in the preceding paragraph, a 
lender could use a method of averag- 
ing to determine the precompute excess. 
The lender could determine from his 
records (i) the average size of loans, (2) 
the average maturities, and (3) the aver- 
age number of months that expire prior 
to prepayment. By using these three 
averages, it might be determined that 
the 22.07% figure could be reduced to 
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jL. J. Styskal is a member of the law 
firm of Styskal, Wiese and Colman, prac- 
ticing in North Hollywood, California. 
J. E. Newton is a member of the law 
firm of Newton, Wilhelm, Kenny & 
Putsateri of Chicago. A longer and more 
technical discussion of this problem was 
written by Messrs. Styskal and Newton 
for the Winter 1960 Quarterly Report of 
Conference on Personal Finance Law.]} 





15% or even 10%. (The system of aver- 
aging is becoming a science in the ac- 
counting field and is gradually being 
accepted by the courts. Whether it would 
be accepted by the Internal Revenue 
Service is another matter.) 

It is the considered judgment of the 
writers that some unit of measurement 
must be adopted that will be acceptable 
to the Service. The lenders cannot 
simply close their eyes to this problem 
nor can they assume that any given 
method will be acceptable without some 
expression beyond that in Rev. Rul. 60- 
194. 

It should be noted also that the new 
trend in state small loan laws is to adopt 
the dollar-add-on method? in‘a manner 
similar to that used in sales finance con- 
tracts. The ruling in question only 
covers precomputation statutes and has 
no application whatsoever to the newer 
dollar-add-on statutes. * 


his month 





New accounting decisions 


Doctor buying practice can amortize 
cost allocable to patients’ charts. Tax- 
payer purchased the practice of a gyne- 
cologist. A portion of the purchase price 
was assigned to the patients’ charts. Con- 
sidering the limited period in which 
women bear children and the fact that 
they change doctors, the court finds a 
six-year life appropriate for depreciat- 
ing 90° 


; of the cost of the charts. The 
court allocates 10% of the cost to non- 
depreciable good will. Johnson, DC 


Tex., 2/24/61. 


Depreciation basis of ships under Mer- 
chant Ship Sales Act determined. In 
1946 Congress enacted the Merchant 
Ship Sales Act, which set up a statutory 
formula for the sales price of ships to 
be sold by the Government. The act 
also provided for a readjustment of sales 
prices for sales made in previous years. 
Taxpayer applied for and received the 
adjustment. Its out-of-pocket cost after 
the adjustment was still more than the 


‘i 


statutory sales price provided in the 
act. The court approves taxpayer's use 
of actual cost as depreciation base. It 
finds no legislative intent to limit de- 
preciation to the statutory price. Socony 
Mobil Oil Co., Ct. Cls., 3/1/61. 


Actual cost and not contract price is 
basis for depreciation. Taxpayer paid 
less than the contract price for the con- 
struction of a ski-lift. The difference, 
which had been in dispute, was never 
paid and was outlawed by the statute 
of limitations. The court holds taxpayer 
must use actual cost and not the con- 
tract price as the asset’s basis for de- 
preciation. Brighton Recreations, Inc., 
TCM 1961-29. 


Landlord’s cost of buying out tenant is 
amortizable over life of lease with new 
tenant. Costs incurred by a lessor in 
securing the cancellation of a lease so 
as to enable him to enter into a new 
lease requiring extensive alterations of 
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the premises is considered by the court 
as a cost of acquiring the new lzase and 
is to be amortized over the term of the 
new lease and not over the unexpired 
term of the canceled lease. Latter, , TCM 
1961-67. 


Can’t accrue rent dependent on sales 
after year closes. Taxpayer occupied a 
a store he rented under a lease calling 
for percentage rentals based on sales 
for a lease-year ending March 31. Tax- 
payer’s taxable year ended January 31. 
Fach year taxpayer accrued rent as of 
January 31 after estimating the total 
rent for the year ending 
his required a forecast of sales for 
February and March. The court holés 
that this method does not clearly reflect 


income. The events supporting the 
accrual had not occurred as of the 
accrual date. Hess and Culbertson 


Jewelry Co., DC Mo., 2/17/61. 


Corporations recognized as entities. For 
reasons not clearly set out in the opin- 
ion, the Commissioner attempted to dis- 
regard as separate entities two corpora- 
tions that redeemed taxpayer's stock. 
The court finds the corporations are 
separate. Thus, the two redemptions may 
be considered separately to determine if 
taxpayer is eligible to use the install- 
ment method. By this separation of the 
proceeds, one of the redemptions is 
within the 30% rule to permit install- 
ment reporting. But the court further 
finds that a proper election to use this 
method was not made. Erhart, DC Ky., 
2/8/61. 


Dealer’s reserve election doesn’t open 
year closed for all but operating loss 
adjustmnts. Taxpayer was a_used-cai 
dealer on the accrual basis for all items 
withheld by 


companies carrying his conditional sales. 


except amounts finance 


He reported these amounts as income 
when received. After the Supreme Court 
held in Hansen (360 U.S. 446) that the 
amounts withheld by the finance com- 
panies are income at the time of the 
sale and after the Dealers’ Reserves In- 
Act of 1960 


passed, taxpayer elected to come under 


come Adjustment was 


its provisions. This law contained spe- 


cial rules whereby dealers moved over to 
complete accrual accounting over a 
period of years. It provided that the elec- 
tion to adjust the reserves account ap- 
plied to all years open for the assessment 
“of any deficiency.” The Commissioner 


argued that taxpayer’s year 1955, con- 


March $l. 


May 1961 


cededly open for adjustment of an oper- 
ating loss carried back to it, was there- 
fore, open to adjustments of the reserve 
account. The court denies it. Under an- 
alogous sections of the 1939 Code, it had 
been held that a year open for operat- 
ing loss carryback adjustments only was 
not open for other changes. The court 
saw no evidence of an intent on the 
part of Congress to permit years open 
only for loss carryback to be adjusted 
under the Adjustment Act. Bunn’s Auto 
Sales, Inc., 33 TC No. 96. 


Bank’s foreclosure of mortgage not tax- 
able until VA insurance is determined. 
The general rule is that a mutual sav- 
tirgs bank’s foreclositte on a defaulted 
mortgage results in a taxable event. But 
where the bank intends to recover mort- 
gage insurance upon a FHA-insured or 
VA-guaranteed mortgage and it must 
transfer the security to the FHA or VA 
after foreclosure or other acquisition, 
the IRS holds that the transaction must 
be viewed as a whole, and no gain or 
loss results. The amount of bad debt 
is the difference between 
the basis of the loan and the cash and 
fair. market value of FHA debentures 
received in payment of the insurance 
obligation. The loss is realized upon the 
receipt of the debentures and cash. In 
the case of the VA loan, the bad debt 
loss is the difference between the basis 
of the loan and the sum of the guaranty 
payment and _ specified approximate 
value of the property. The loss is real- 
ized final the 
VA’s liability to the mortgagee-bank. 
Rev. Rul. 61-35. 


loss realized 


upon determination of 


Payment of corporate debt by active 
manager who is guarantor of debt held 
business bad debt. [Acquiescence| An 
insurance company granted to a _ part- 
nership a contract to act as underwrit- 
ing 
shareholder of the insurance 


manager. Taxpayer, a minority 
company, 
acquired an interest in this contract 
from the partnership in consideration 
of his guaranteeing certain loans made 
to the insurance company. Taxpayer ac- 
tively engaged in managing the opera- 
tions of the insurance company under 
the The 
insolvent 


contract. insurance company 


became and taxpayer made 


payments under his guarantee and 


claimed a business bad debt deduction. 
The Commissioner contended that 


the 
debt 
(short-term capital loss). The Tax Court 
found that taxpayer was in a separate 


deduction is a nonbusiness bad 


business under the management con- 
tract, that his guarantee was in further- 
ance of that business, and that, there- 
fore, taxpayer is entitled to a business 
bad debt deduction. The fact that tax- 
payer was a minority stockholder of the 
insurance company does not prevent the 
business bad debt deduction. 
34 TC 819, acq., IRB 1961-11. 


Cowden, 


Payments from controlled corporation 
were compensation, not loans. Taxpayer, 
after resigning from the RFC in 1948, 
worked for an individual who had re- 
ceived a loan from the RFC some time 
previously. In the latter part of 1949 
the employer, an attorney, and taxpayer 
formed an insurance agéncy. Taxpayer 
took a leave of absence until June 1950 
to work for the agency. Biweekly pay- 
ments received by taxpayer from the 
agency, originally classified as salary and 
later changed to loans, are found to 
have, in fact, been compensation and 
are taxed accordingly. TCM 
1961-33. 


Young, 


Tips of cab driver determined. Tax- 
payer admitted receiving tips as a cab 
driver in the New Orleans area, al- 
though he included no tips in his re- 
turn and kept no record of his tips. 
The court upholds the Commissioner’s 
inclusion in taxpayer’s income of a sum 
equal to 15% of the gross fares collected. 


Logrande, Jr., TCM 1961-54. 


Option to purchase given in will is not 
a bequest. The long-term employees of 
a company were given an option under 
the will of the president to acquire stock 
of the company from the estate at prices 
he thought were favorable to them. Each 
of the employees exercised the option. 
Later, upon liquidation of the corpora- 
tion, they received distributions con- 
siderably in excess of what they paid 
for the stock. They contended that their 
basis of the liquidated stock was its fair 
market value at the date of the presi- 
dent’s death. The court rejects this basis 
and holds the employees’ basis of cost 
for the stock was what they paid when 
they purchaséd under the option. What 
they acquired under the will was not 
the stock but merely the option to 
purchase. Kalbac, TCM 1961-47. 


Basis determined on property received 
frem trust. [Old law) A 
ferred stock to three trusts, substantially 


settlor trans- 


identical except for the primary income 
beneficiary, who, in the case of each 
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trust, was one of the settlor’s three 
sisters. The trustee was directed, upon 
the death of a sister, to return the 
stock to the settlor if living or, if settlor 
was not then living, to deliver the stock 
to the children of one of the sisters. The 
stock was included in the settlor’s estate 
by reason of his reversionary interest. 
His basis in the stock at the time of 
the gift was $36,000, but it was included 
in this estate at $300,500. After termina- 
tion of each of the three trusts, a child 
of one of the sisters sold the stock and 
contended that she had a basis of $300,- 
500, the fair market value at the settlor’s 
death. She argued for a stepped-up basis 
Section 113(a)(5) of the 1939 
Code, as property acquired “by bequest, 


under 


devise or inheritance, or by the dece- 
dent’s estate from the decedent.” This 
court holds that the stock was neither 
acquired by bequest nor inheritance nor 
from the decedent’s estate. It was ac- 
quired by virtue of, and under the 
terms of, the trust instruments. [Under 
the 1954 Code (Section 1014(b)(9)) prop- 
erty acquired from a decedent by reason 
of death, former ownership, or other 
conditions has a date-of-death basis if the 
property is included in determining the 
value of a decedent’s gross estate.—Ed.| 
Bacciocco, CA-6, 2/6/61. 


Loss on sale of motel not a net operat- 
ing loss. [Old law] Taxpayer incurred 
a loss on sale of a motel in 1953 and 
claimed net operating loss deductions 
for 1954-1956. As the loss occurred in 
1953, the court holds its availability as 
a carryover must be determined under 
1954 
Code. Accordingly, since the 1939 Code 
limits the net operating loss to losses at- 


the 1939 Code rather than the 


tributable to the operation of a trade 
or business regularly carried on, a loss 
on the sale of the business itself would 
not qualify. [Such a carryover is allow- 
able under the 1954 Code.—Ed.] Morris, 
ICM 1961-68. 


icceptance of return for loss year does 
not estop Commissioner from question- 
ing loss carryover. A TV company, after 
its first year of operations, filed a return 
showing a loss of $195,000. It sought an 
immediate audit of its first income tax 
return and was advised that there were 
many items claimed on the return as ex- 
pense deductions that should have been 
capitalized but that the total amount of 
such items would not be sufficient to 
»vercome the large loss of $195,000. Ac- 
cordingly, the 


company received a 


notice that the first year’s return “will 
be accepted as filed.” This notice, the 
court holds, does not estop the Commis- 
sioner from disallowing part of the net 
operating loss for the first year when 
carried forward to a subsequent year. 
The court disallows $89,000 of the 
claimed net operating loss deduction on 
the ground that the items should have 
been capitalized and not expensed, since 
they relate to pre-business activities and 
to applications for construction _per- 
mits. The cost of leasehold improve- 
ments is held amortizable over the lease 
as extended by an option to renew the 
original two-year term by an additional 
period of three years. Organization ex- 
penses incurred prior to the effective 
date of the 1954 Code cannot be 
amortized. Petersburg Television Corp., 
TCM 1961-49. 


Deposit certificates are EPT borrowed 
capital. Taxpayer, a savings and loan 
association, issued certificates of deposit 
on which it paid interest and which were 
subject to withdrawal on proper notice. 
In Economy Savings & Loan (5 TC 543) 
it was held that such certificates were 
borrowed capital for excess profits tax 
purposes. The Commissioner originally 
acquiesced in that decision (later with- 
drawn). This court follows Economy, 
affirming the district court. City Loan 
& Savings Co., CA-6, 2/28/61. 


EP relief granted; can use post-1939 
data for CABPNI. 
sidiary corporation, was organized by 
its parent in 1938 for the purpose of 
manufacturing and selling push-button 
tuners fer car radios. In 1938 taxpayer 


‘Taxpayer, a sub- 


began considering the development of 


an automatic record changer and in 
1939 it hired an engineer to develop 
1939 the 


necessary tests, drawings, blueprints, de- 


the record changer. During 


velopment of patentable items, comple- 
tion of a demonstration model, and re- 
view of the potential market were com- 
pleted; a new lease, which contemplated 
new production, was negotiated during 
1939 but was not formally executed until 
January 1940. Taxpayer cleimed EP re- 
Section 722(b)(4) on the 


ground that its average base-period net 


lief under 


income was an inadequate standard of 
normal earnings because prior to Jan- 
uary 1, 1940, it had been committed to 
a course of conduct that, subsequent 
to the base period, resulted in a change 
in its capacity for production or opera- 
tion. Taxpayer computed its construc- 
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tive average base-period net income by 
using actual production shipments re- 
corded during the last months of 1941. 
The court holds that on the facts tax- 
payer was entitled to relief under Sec- 
tion 722(b)(4) and can consider post- 
1939 data in computing its CABPNI. 
General Instr. Corp., 35 TC No. 92. 


WHEN IS IT INCOME 


Income from guarantees included in 
year of receipt: Auto Club of Michigan 
followed. Taxpayer's partnership, on the 
accrual basis, was in the extermination 
and pest control business. Its service 
contracts provided a five-year guarantee, 
with an option in the customer to re- 
new the guarantee for another five years. 
There were no restrictions on the part- 
nership’s use of the money received for 
the guarantees. It excluded _ these 
amounts as prepaid income. The court 
disallows the deduction. This is not a 
case where payments are received in one 
year for services definitely to be per- 
formed in later years. These guarantees 
may, Or may never, require the part- 
nership to perform services in the five- 
year period. Crosby, 35 TC No. 83. 


Credits to dealer’s reserves taxable when 
posted to dealer’s account. A dealer in 
trailers sold customers’ notes and install- 
ment sale contracts to a bank. The bank 
was obligated to set up “holdback”’ re- 
serves representing a portion of the pur- 
chase price due the dealer, which was 
withheld by the bank, and_ secondly, 
“participating reserves” representing a 
portion of the finance charges ultimate- 
ly and potentially payable to the dealer. 
Both reserves were held taxable to the 
dealer in the year posted to his account 
under the authority of the Hansen case 
(360 U.S. 446). Hummel, TCM 1961-34. 


Dissolving corporate collection agency 
not taxable on unearned fees. {Acquies- 
cence| Taxpayer was a collection agency 
entitled to a fee for its services only on 
collection of the delinquent account as- 
signed to it. It dissolved and transferred 
in liquidation some $5 million accounts 
receivable it held as agent of the various 
creditors The transferee valued the pos- 
sibility of its earning fees by collecting 
these accounts at $300,000 and paid 
capital gain tax on the liquidation based 
on that value. The Commissioner as- 
serted that taxpayer had income in the 
amount of this $300,000 in the year of 
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dissolution. The Tax Court ruled that 


taxpayer could have had no income 
from these accounts because no right to 
a commission arose until collection. Nor 
is the anticipatory assignment of income 
theory applicable here; although tax- 
payer had made some attempts to col- 
lect these accounts, income did not arise 
until collection was made. United Mer- 
cantile Agencies, 34 TC 808, acq., IRB 


1961-11. 


Back-pay provisions applied to wages 
held back in job classification dispute. 
Taxpayer, a steel worker, in 1957 re- 


ceived back pay for work performed in. 


1955 


greater 


and 1956, 
than 15° 


such amounts being 
@ Of taxpayer’s 1957 
gross income; he allocated the payments 
to 1955 and 1956 under Section 1303(b) 
(1), which authorizes such treatment if 
wages are received “by an employee for 
services performed before the taxable 
year... and... would have been paid 
before the taxable year except for 

(B) dispute as to the liability of the 
employer to pay such remuneration, 
which is determined after the commence- 
or (D) 
any other event determined to be simi- 


lar in 


ment of court proceedings 
nature by the Secretary.” 
In 1955 taxpayer’s union had negotiated 
an ageement for increased wages, which 
were not to be paid, however, until 
90% of the jobs covered by the agree- 
ment were classified by the parties. The 
classification was completed at the end 
of 1956 or early 1957 after two supple- 
mental entered 
The 
Section 


agreements had been 


into, one after a five-week strike. 


that 
1303(b) was not applicable, since (1) dur- 


Commissioner contended 
ing 1955 taxpayer’s employer was not 
legally obligated to pay the wages if 
taxpayer quit, and (2) the liability was 
not paid after the commencement of a 
court The 
against the Commissioner, finding that 


proceeding. court holds 
(1) under the basic agreement in force 
in 1955, taxpayer's employer was legally 
obligated to pay the wages, since tax- 
payer did not quit, and (2) the dispute 
with the employer was similar in nature 
to a court proceeding, especially since 
a strike resulted. Four judges dissent on 
this latter point. Robillard, 35 TC No. 
100. 


DEDUCTIBILITY 
Interest deduction disallowed; loan 
transactions are held shams. Taxpayer, 


wife of Danny Kaye, purchased, at a 5% 


May 1961 


discount, certificates of deposit issued 
by various banks. The certificates did 
not bear interest. These certificates are 
ordinarily purchased by commercial 
firms required to keep a minimum bal- 
ance in the bank as part of a loan ar- 
rangement. The attraction to taxpayer 
was the opportunity to claim capital 
gain on sale of the certificates while 
paying deductible interest to the in- 
vestment| broker through whom they 
were bought on margin. Taxpayer paid 
down only 10%, of the cost. At the 
end of. six months and before the ma- 
turity of the certificates they were sold 
at face value and the proceeds were ap- 
plied in payment of taxpayer’s debt. 
Taxpayer reported capital gain and 
claimed an ordinary deduction for the 
interest paid. The Tax,Court disallowed 
the interest deduction on the ground 
that there was no borrower-lender rela- 
tionship; the transactions were shams 
and mere contrivances to acquire in- 
terest deductions. This court affirms on 
the authority of Knetsch (364 U.S. 361). 
Kaye, CA-9, 2/15/61. 


Charter of co-op provides for patron- 
age dividend. Taxpayer, a co-op, paid 
out “patronage dividends” to its patron- 
stockholders on the business done with 
stockholders before paying dividends on 
its non-stockholder profits. The charter 
provided for these payments. The court 
holds that they are true patronage divi- 
dends and, as such, are deductions from 
gross sales. Mississippi Chemical Corp., 
DC Miss., 2/7/61. 


*xAmortization of bond premium al- 
lowed on callable bonds, giving tax- 
payer double deduction. Taxpayer was 
told that it could realize tax savings 
through the purchase and amortization 
of bonds callable on 30 days’ notice. Ac- 
cordingly, taxpayer purchased — such 
Taxpayer amortized the differ- 
ence between its purchase price and 


bonds. 


the lowest redemption price as of the 
thirty-first day after the purchase. The 
taxpayer-corporation then donated its 
equity in the bonds to a charity and 
The 


held that the amortization 


claimed a charitable deduction. 
Tax Court 
deduction was not allowable because the 
transaction lacked substance. This court 
reverses. Taxpayer was the owner of 
the bonds for all purposes. It took risk 
of loss if the market fell. The borrow- 
ings also created a real indebtedness. 


The mere fact that the transaction was 


entered into for tax-saving purposes 


should be immaterial where the trans- 
action itself is real. One judge dis- 
sents. He would allow deductions only 
where there is a commercial purpose for 
the transaction, apart from tax saving. 
Maysteel Products, Inc., CA-7, 2/27/61. 


Quarrel between stockholders; deduc- 
tion disallowed fur accrued salary of 
stockholder not paid within two and one- 
half months after close of the taxable 
year. The taxpayer owned 50% of the 
outstanding stock of the corporation. A 
controversy arose between the taxpayer 
and the owner of the other 50% of the 
outstanding stock. The countersignature 
of the other 50% stockholder was neces- 
sary in order to get checks cashed at 
the bank. The other stockholder refused 
to sign taxpayer's check for his annual 
compensation, and his accrued salary 
was not paid within two and one-half 
months after the close of the taxable 
year. The court recognized that the 
primary motivation of Congress in draft- 
ing Section 24(c) of the 1939 Code (Sec- 
tion 267 of the 1954 Code) was to pre- 
vent tax avoidance. However, the instant 
situation was within the statutory lan- 
guage, and the court felt compelled to 


apply the “plain and unambiguous 
wording of the statute.” Radom & 


Neidorff, Inc., cert. den., 2/20/61. 


Part of cost of business is allocated to 
covenant not to compete. Taxpayer paid 
$19,000 upon two contracts for the pur- 
chase of a photofinishing business, in- 
cluding good will, customer lists, and a 
covenant not to compete. The Commis- 
sioner allocated $5,400 of the total price 
as the amount expended for the cove- 
nant and permitted amortization of that 
the covenant. 
The court accepts the allocation on the 


amount over the life of 
ground that taxpayer offered no evi- 
dence upon which a different amount 
could fact, it finds 
taxpayer's right to exploit the customer 
lists, the make ithe 
covenant not to compete surplusage and 
of extremely doubtful Harris, 
TCM -1961-35. 


be determined. In 


obtained in sale, 


value. 


*Sole stockholder, having refused to 
carry out sale of stock, can deduct cost 
of settlement with thwarted purchaser. 
After taxpayer entered into a contract 
for the sale of the stock of his wholly 
owned corporation, he decided to back 
out of the deal. He did this because the 
security arrangements were inadequate. 


The buyer sued for specific perform- 
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ance of the contract and asked for the 
appointment of a receiver for the busi- 
ness. Fearing that the appointment of a 
receiver would adversely affect the cor- 
poration’s credit, taxpayer settled the 
suit for a cash payment. The court holds 
the payment is deductible 

management, 


as an ex- 

conserva- 
tion, and maintenance of income.pro- 
ducing property. Wheeler, DC ‘ex., 
2/1/61. 


pense for the 


Sale to charity was not gift; loss recog- 
nized. ‘Taxpayer sold all of its operat- 
ing assets (adjusted basis of $727,000) 
to a charity for $385,000. Many of the 
officers of taxpayer were active in the 
charity. The court finds as a fact that 
the sale was bona fide and was not a 
partial gift. The loss is recognized. Mil- 
waukee Sanitarium, DC Wisc., 1/31/61. 


Demolition of building is part of cost 
of land. A bank purchased two lots 
with buildings on them for the purpose 
of using the land to provide a corridor 
to its parking lot. The bank removed 
one building and demolished the other 
but was unable to use the land as in- 
tended, due to zoning regulations. The 
bank sought a deduction for its ex- 
penses in removing and demolishing 
the buildings. The court disallows the 
deduction, holding that, where improved 
land is purchased with the intention of 
removing the buildings, the cost of de- 
molition and removal becomes a cost of 
the land, and no loss is realized until 
the land is sold. The Hillside National 
Bank, 35 TC No. 98. 


Payments to suppliers by successor cor- 
poration following bankruptcy are capi- 
tal expenditures. The corporate tax- 
payer here paid amounts to certain 
creditors following bankruptcy of its 
predecessor corporation. The payments 
were to make up for the losses of the 
creditors on their claims in bankruptcy 
and for the purpose of assuring ade- 
quate supplies and services from the 
creditors so paid. This court holds that 
the payments were not ordinary and 
necessary expenses but were more in the 
The 


may 


nature of capital 
that 


have been necessary within the reason- 


expenditures. 
court states these expenses 
able judgment of the board of directors 
but they were not ordinary expenses, 
basing its decision on Welch v. Helver- 
ing (290 U.S. 111) and D. W. Kline 
Co. (123 F.2d 871). Burke Golf Equip- 
ment Corp., DC Ill, 1/24/61. 


CAPITAL GAINS 


Capital gain on subdivision of home 
site. Five years after purchasing an 11- 
acre tract as a home site, taxpayer ac- 
quired another home and subdivided 
this tract. He sold three lots from the 
subdivision but made no effort to solicit 
these sales. He had never before sold 
real estate. The court finds that tax- 
payer was merely liquidating an invest- 
ment and was not in the business of 
selling real estate. The sales resulted in 
capital gain. Keliher, DC Pa., 1/20/61. 


Capital gain allowed on liquidation of 
unsubdividable _ strip. 
Taxpayer was incorporated in 


[Acquiescence} 
1947. 
and the stock was owned by persons who 
themselves were individually in the real 
estate business. The corporation en- 
gaged in a general real estate business 
and acted as a realtor. In 1947 taxpayer 
acquired the remaining unsubdivided 
portion of a 16-acre tract of land. The 
taxpayer completed the subdivision by 
developing the lots in the remaining 
portion and by selling them off to cus- 
tomers. The final sales of the lots were 
made in 1949 or 1950. In completing the 
subdivision of the 16-acre parcel, it had 
been necessary to extend an existing 
street that cut off from the subdivided 
lots a narrow strip of land. From the 
time the 


had _ been 


pleted, the company intended to sell 


subdivision com- 
this strip to the owners of the adjoining 
property to the south. The lot was car- 
ried on the company’s books at a 
nominal cost. It was not advertised for 
sale or listed for sale with any brokers, 
and no “for sale” signs were placed on 
the lot, 
posed on the lot. In 1953 the company 


nor were any restrictions im- 
sold a lot to the owner of the adjacent 
property for $10,000 to permit the adja- 
cent owner to subdivide his property to 
The 
negotiations leading to the sale were 


the south most advantageously. 
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initiated by the adjacent owner, not by 
the company. The company reported the 
sale as yielding capital gain, which 
was sustained by the Tax Court. The 
court noted that, once the company had 
completed its subdivision, the strip be- 
came useless except for the purpose of 
speculative investment, because of the 
potential importance of the strip to the 
adjacent owner to the south in some 
future time when that adjacent owner 
might subdivide. The company’s specu- 
lation became fact and resulted in the 
gain to the company, although the sale 
was not until three years after the last 
of the subdivided lots had been sold. 
The court emphasized the fact that the 
strip had not been held out for sale by 
the company and that the purchaser had 
solicited the company for the purchase 
of the property. Accordingly, the court 
that the odd-shaped strip 
had been held primarily for speculative 
and investment purposes and not for 
sale to customers. Eline Realty Co., 35 
TC No. 1, acq., IRB 1961-11. 


concluded 


Broker was agent for land development, 
not buyer; “seller” has ordinary income. 
In 1929 the taxpayers purchased a tract 
of land or the purpose of building 
a house for week ends and eventual re- 
tirement. In subsequent years, they 
tracts 


and used them for farming. By 1950, 


acquired additional contiguous 
taxpayers owned approximately 13 acres 
of land, which they decided to sell. They 
contacted a real estate broker, with 
whom taxpayer made a formal agree- 
ment to sell him the tracts from time to 
time at a price to be mutually agreed 
upon. Taxpayers were to pay for and 
install all street work, sewers, water and 
gas lines sites 


necessary for the con- 


veyed, and to lend to the real estate 
broker the funds necessary to construct 
dwellings on the sites in accordance 
with plans and specifications approved 


by the taxpayers. The broker received 
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the standard real estate commisson and 
$100 promotional fee per house. The 
taxpayers contended that they should be 
allowed capital gains on the “‘sales’’ to 
the broker. This court holds that the 
agreement between the taxpayers and 
broker did not 
stitute contracts of sale but were mere 


the real estate con- 
formalities undertaken by the taxpayers 
in an attempt to obtain capital gains 
treatment on sales to others and ‘was 
without reality or substance. The real 
estate broker was merely acting as agent 
for the taxpayers. Taxpayers had ordi- 
nary income when the broker, acting 


in reality as taxpayers’ agent, sold the 


third Johnson, DC 


10/61. 


land to 
Calif., 1 


parties. 


Real estate acquired on foreclosure was 
used in insurance company’s business. 
Taxpayer was a mutual fire insurance 
company in the state of New York. Dur- 
ing the 1920’s it had substantial funds 
invested in first mortgages on real estate. 
During the depression, after repeated 
defaults and as a last resort to protect its 
investments, the taxpayers foreclosed or 
accepted deeds in lieu of foreclosure on 
some 17 parcels of improved real prop- 
erty. New York law forbade this type of 
insuror from owning and administering 
real property as a business venture and 
placed a five-year limitation on the 
holding of foreclosed property. Because 
of the extremely depressed conditions 
and virtually non-existant real estate 
market, the New York insurance depart- 
ment granted permission to the taxpayer 
to hold the properties pending a mar- 
ket recovery. In 1945, the taxpayer sold 
six of these parcels at a loss and treated 
the losses as losses from the sale or ex- 
change of capital assets in order to take 
advantage of the five-year loss carry- 
forward. The Commissioner determined 


that these were losses from property 
used in the taxpayer’s trade or business 
of a character subject to allowance for 
depreciation and, therefore, denied the 
capital loss carry-forward. The district 
court found that these parcels were not 
used in the taxpayer’s trade or business 
but rather were properties “held for the 
production of income.” This court re- 
verses. It says that, when the taxpayer 
invested real estate 


heavily in mort- 


gages, it must have realized the future 
possibilities of default and foreclosure, 
of which the management and adminis- 
tration of foreclosed property is an es- 
business of 


sential ingredient in the 


financing. The presence of a state regu- 


May 1961 
latory statute, nox truly reflective of the 
tax realities, does not prevent the prop- 
erty from being used in the taxpayer’s 


trade or business. Workmen’s Mutual 
Fire Insurance Society, Inc., CA-2, 
2/6/61. 


Vendor realizes ordinary income on 
gain from repossession of realty. ‘Tax- 
payer agreed to sell certain property 
for $50,000. The contract recited that 
$5,000 had been paid and that the bal- 
ance was payable at the rate of $2,500 
per annum, payable semiannually with 
5% interest. There were no provisions 
about default. After paying $8,750, the 
buyer defaulted. The parties then agreed 
that taxpayer was to keep the money, 
terminate the contract, and take back 
the property. Taxpayer is held to have 
realized ordinary income rather than 
capital gain on the repossession, since 
there had been no sale or exchange. The 
Tax Court is affirmed. Myers Estate, 
CA-6, 2/22/61. 


Capital gains on leases in wildcat terri- 
tories. Taxpayer obtained oil and gas 
leases on behalf of himself and in part- 
nership with others for the purpose of 
discovering and producing oil. Upon the 
basis of surveys and after considerable 
effort, taxpayer concluded that none 
of the leases held had sufficient worth 
further expenditures. He 
ceased active operations and turned to 


to justify 


other endeavors. The court holds that 
the leases, which were sold in the years 
in question, did not constitute property 
held primarily for sale to customers in 
the ordinary course of any trade or busi- 
ness but that they were property used 
in the trade or business of taxpayer or 
the partnerships. Accordingly, the gains 
to be 
long-term capital gains. Miller, TCM 
1961-45. 


from the sales are treated as 


Receipts from sales of 24 parcels of 
rental property taxable as capital gain. 
During the years 1946 to 1960, taxpayers 
(husband and wife) purchased 25 sepa- 
rate parcels of property on which there 
were dwelling apartments or units pro- 
viding monthly rental income. 
1950 on, taxpayers liquidated 21 of the 
parcels, having retained the parcels an 


From 


average of 19 months. The court finds 
continuity of 

that 
were carrying on a business of selling 
real estate to customers, and concludes 
the profits realized on sales is taxable 


insufficient activity to 


justify the conclusion taxpayers 


as long-term capital gain and not as 
ordinary income. Porsio, TCM 1961-65. 


Dealer is investor; property was held 
‘primarily as an investment. Even though, 
taxpayer was in the business of building 
and selling houses in subdivisions and 
had been reporting profits from these 
sales as ordinary income, lots he ac- 
quired in one of the subdivisions front- 
ing on one of the main highways is 
considered as having been held for in- 
vestment purposes and not for sale. 
Therefore, where taxpayer in one year 
sold five of these lots at a substantial 
profit without any sales effort, the court 
allows capital gains on the sales. Rep- 
pell, TCM 1961-53. 


Ordinary income on transfer of in-oil 
payment rights reserved from earlier 
assignment of leasehold interests. Tax- 
payer, by assignment, conveyed his in- 
terest in an oil, gas, and mineral lease- 
hold to an oil-refining company, reserv- 
ing in-oil payment rights. The later sale 
of the in-oil payment rights for $75,000 
is treated as an assignment of future in- 
come; therefore, the proceeds are tax- 
able as ordinary income and not as 
capital gains. Floyd, TCM 1961-56. 


Commissions disguised as payments for 
sale of a stock option were ordinary in- 
come. A law firm held an option to 
buy all the stock of a corporation, which 
in turn stock of Atlantic 
Basin Corporation. Under certain con- 
tract arrangements with third parties, 
a commission was to be paid to the 


owned the 


law firm. It designated Atlantic Basin, 
a loss corporation, to receive the com- 
missions. It was intended that payments 
of part of the commissions were to go 
to taxpayer, and this was accomplished 
by the law firm’s purportedly selling tax- 
payer an interest in the option and then 
disposing of it for him for a much larger 
sum. Loans had been made to taxpayer 
by Atlantic Basin, which cancelled the 
loans as payment of sums due taxpayer 
on sale of his interest in the option. 
The court finds taxpayer did not pur- 
chase any interest in the option and, 
therefore, had none to sell. The pur- 
ported sale on his behalf was an arrange- 
ment to have him receive a substantial 
part of the commissions from Atlantic 
Basin as nominee of the law firm. Ac. 
cordingly, payments actually received by 
him from Atlantitc as “loans” were de- 
termined to be commissions taxable as 
ordinary income. Young, TCM 1961-33. 
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Treatment of receivables clouded by 


proposed legislation; 


1 Negsess Congressional amendment 
to partnership tax rules on unreal- 
ized receivables might create as large a 
loophole as it is attempting to close. 
While H.R. 9662 (86th Congress) failed 
at the last 
legislation will probably be enacted into 


of passage session, similar 
I 


law in the near future. Tax planning 
must take account of the current think- 
ing that will guide any new legislation. 

Section 735 presently provides that, if 
unrealized receivables are distributed to 
a partner by a partnership, gain or loss 
on their subsequent disposition by the 
distributee partner will be treated as 
gain or loss from the sale or exchange of 
Inventory items 
are given similar treatment, provided the 
them 


within five years from the date of dis- 


non-capital property. 


distributee partner disposes of 
tribution. 

The proposed legislative amendment 
would provide that gain or loss result- 
ing from the disposition of such assets 
would incur income 


ordinary conse- 


quences whether disposed of by “a dis- 
tributee partner (or by a person whose 
basis for any property is determined in 
to the 
basis of such property in the hands of 


whole or in part by reference 


such distributee partner)... .”1 


Preventing tax avoidance 


Clearly the attention of the Senate 
Finance Committee was focused upon 
the problem of preventing tax avoidance 
by means of a transfer of these ordinary 
of the 


transferee who might be deemed to hold 


income assets into the hands 


them as capital assets.* 


1“Trust and Partnership Income Tax Revision 
Act of 1960,” H.R. 9662, 86th Cong., 2d Sess., Sec- 
tion 201 (1960). 

2S. Rep. No. 1616, 86th Cong., 2d Sess. 75 (1960). 
8 Ibid. 

4 Lucas V. Earl, 281 U.S. 114, 115 (1930). 

5 Helvering Vv. Horst, 311 U.S. 112 (1940). 

® Helvering v. Eubank, 311 U.S. 122 (1940); Rev. 
Rul. 55-2, 1955-1 CB 211; but see Briggs, 15 TCM 
440 (1956). 


case law overlooked 


However, in attempting to assure the 
closure of one loophole, it seems that 
the amendment may either create an- 
other loophole or at least create un- 
certainties and lead to litigation. 

It can be argued that the emphasis 
in the proposed amendment upon the 
ordinary income treatment that results 
when the property is disposed of by a 
transferee of the distributee partner im- 
pliedly sanctions the effective assign- 
ment under present law of these ordi- 
nary income-type properties for tax pur- 
poses. This inference is strengthened 
by reference in the Committee’s report 
to a transfer to a donee, who, 
receivables or 
items, may not be subject to ordinary 


“upon the 
sale of the inventory 
income treatment which would apply if 
the distributee partner had made the 
sale.”’3 

Ever since the decision of the Supreme 
Court in Earl Justice 
Holmes’ familiar admonition that fruits 
“attributed to a different 
tree from that on which they grew,’ 


Lucas v. and 


would not be 


the Treasury has vigorously attacked at- 
tempts to avoid taxes by assignments of 
income to taxpayers in lower tax 
brackets. Generally speaking, the rule is 
that a taxpayer cannot avoid taxes by 
merely assigning the right to receive in- 
come without a transfer of the property 
from which the right derives. 
will be taxed to the person who retains 
Similarly, 
the general rule is that assignment of 


Income 
the property that earned 


the right to receive income due for past 
services does not relieve the assignor of 
liability for the tax.6 

In view of the above rules, it would 
appear that the assignment of the two 
different types of property presently 
covered by Section 735 by a distributee 
partner might well warrant different re- 
sults in terms of incidence of the tax. 
In the case of items of inventory, 


erty of an inherent value, the 


prop- 
“tree,” 
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may be considered transferred. However, 
in the case of an unrealized account re- 
ceivable, it would seem more reasonable 
to conclude that a mere product, the 
“fruit,” 
in action, has been assigned. 

As presently worded, the proposed 
amendment might imply that income or 
loss from the disposition of the types of 
partnership property covered by pro- 
posed Section 735 can be effectively 
transferred. Neither the Ways and 
Means Committee nor the Senate Fi- 
nance Committee reports clarify Con- 
gressional intent in this regard; how- 
ever, it is doubtful that a new rule that 
would circumvent existing case law in 


reduced to the form of a chose 


the assignment of income area was in- 
tended to be created. Ww 





New decisions 


Accounting firm can have good will; 
gain on sale is capital. Taxpayer was 
a partner in a CPA firm that over 20 
years had developed 88 clients. He sold 
his interest in the partnership’s good 
will to the remaining partner. There 
was an ancillary covenant that taxpayer, 
as the retiring partner, would not solicit 
or accept employment from any of the 
firm’s clients. The Commissioner had 
contended that good will does not at- 
tach to the practice of a profession, but 
the court holds that accountants may 
have salable good will. It finds the pay- 
ments for the sale were for an interest 
in the good will of the partnership, from 
which the covenant not to compete was 
nonseverable, and the transaction repre- 
sented the sale by the retiring partner 
of a capital asset, the gain from which 
is to be treated as a long-term gain. The 
payments do not qualify as “guaranteed 
payments” under Section 736(a), 
that section refers only to payments 
made by a partnership, not by a partner. 
Melnik Estate, TCM 1961-18. 


since 
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Recent payments-to-widows cases 


stress facts; planning is important 


by JACK H. CALECHMAN 


Since the Supreme Court’s Duberstein- and Stanton decisions, the lower courts 


have stressed the facts, particularly the payer’s intent, in cases dealing with pay- 


ments by employers to widows of deceased employees. Mr. 


Calechman examines 


these recent cases carefully and concludes with some practical advice on corporate 


policy and the drafting of corporate resolutions. 


i kn PROPER TAX TREATMENT Of pay- 
ments by employers to the widows of 
deceased employees has by no means 
been resolved by a series of recent de- 
cisions. No sooner had the Commis- 
sioner of Internal Revenue cleared the 
air as to his position regarding cases 
arising under the 1939 Code than the 
various courts took divergent views as 
to cases arising under the 1954 Code. 

situation in 


This is the fact most 


of the reported decisions: Following 
the death of an employee, who may ot 
may not have had a proprietary interest 
in the business, the employer resolves to 
make payments to the employee’s widow 
in an amount usually measured by his 
salary. The widow has rendered no ser\ 
ices to the employer, the employer is 
under no obligation to make payments 
to the widow, there is no consideration 
for the payments, and the payments are 
not for the services of the deceased em- 
ployee. The Internal Revenue Service 
is understandably perturbed by the fact 
that the employer generally deducts 
these payments as business expenses and 
the widow treats these payments as gifts, 
excludable from income. 


held 


that voluntary payments by an employer 


The Commissioner originally 
to the widow of a deceased employee 
were includable in the widow’s gross in- 
come.! However, following a series of 
decisions contrary to this position, the 
Commissioner announced on August 25, 
1958, that he would no longer litigate 
voluntary payments under the 1939 Code 
unless there was clear evidence that the 
payment was intended as compensation 
for services or was pursuant to contract. 


Payments made pursuant to contract 
would not be considered as made volun- 
tarily. 

This did not mean clear sailing for 
the taxpayer, since the new policy ap- 
plied to the 1939 Code, and by the time 
of the Commissioner’s announcement, 
two courts had interpreted Section 
101(b) of the 1954 Code unfavorably for 
the taxpayer while deciding cases arising 
1939 Code (Rodner, 149 
F.Supp. 253, DCN. a,1957, and 
Bounds, 262 F.2d 876, CA-4, 1958). Sec- 
tion 22(b)(1)(B) of the 1939 Code had 
exempted from income tax amounts up 


under the 


to $5,000 under a contract of an em- 
ployer providing for payments to a bene- 
ficiary of any employee by reason of 
death. In an analogous provision under 
the 1954 Code, Section 101 (b) provided 
that gross income does not include 
amounts received by the beneficiaries or 
estate of an employee if such amounts 
are paid by or on behalf of an employer 
and are paid by reason of the death of 
the employee, but the aggregate amounts 
excludable with respect to the death 
of the employee shall not exceed $5,000. 
There is no requirement in Section 
101(b) that the payment be made pur- 
suant to a contract. The courts in Rod- 
ner and Bounds both interpreted Sec- 
101(b) as withdrawing the com- 
plete exemption that gratuitous death 
benefits had enjoyed and substituting an 
exemption up to $5,000. Although this 


is not the announced policy of the In- 


tion 


ternal Revenue Service, it appears to be 


the practice. 
The first case dealing specifically with 
the 1954 Code soon followed and with 


a result much more welcome to the 
taxpayers (Reed, 227 F.2d 456, CA-6, 
1960, aff'g 177 F. Supp 205, DC Ky., 
1959). For approximately 30 years prior 
to his death William M. Reed had been 
an officer and director of American Air 
Filter Company, Inc., serving as presi- 
dent and, shortly before his death, as 
chairman of the board of directors. He 
owned less than 5% of the outstanding 
common stock and was receiving an 
annual salary of $50,000 plus a bonus. 
Following his death, the company “as a 
material expression of sympathy and of 
kindness to Grace P. Reed, widow of 
William M. Reed . and motivated 
by a deep sense of appreciation and 
recognition of the past services of Wil- 
liam M. Reed” voted to pay his widow 
over the next 12 months an 
equal to his salary. The company had 
no established plan for making payment 
to widows; it had made payments to six 
widows over the previous 15 years but 
had made no payments to two other 


amount 


widows during that period. The court, 
in holding that the payments constituted 
gifts, specifically noted that Section 
101(b) of the 1954 Code merely elimi- 
nated the requirement contained in Sec- 
tion 22(b)(3) of the 1939 Code that cer- 
tain employee death benefits must be 
paid pursuant to contractual obligations 
in order for such benefits to qualify for 
the $5,000 exclusion from gross income. 
Although after 
Rodner and Bounds, no reference was 


this case was decided 
made to either decision. 


Supreme Court acts 

The Internal Revenue Service was 
not happy with the Reed result and 
awaited the Supreme Court decisions in 
the Duberstein and Stanton cases (363 
U.S. 278 (1960)), hoping not only that 
the Supreme Court would vitiate Reed 
but also, and of greater importance, 
that it would lay down new and specific 
tests for determining whether a transfer 
is a nontaxable gift or taxable compen- 
sation. 

The 
transfer of a Cadillac automobile to a 
taxpayer by a business friend for fur- 
nishing names of potential customers; 
the Stanton case involved the payment 
of a “gratuity” by a real estate operat- 
ing corporation of a church to a re- 
tiring officer. 


Duberstein case involved the 


In deciding these cases, the Supreme 
Court rejected the Government’s invita- 
tion to establish a new test in this area 
to serve as a standard, being of the 
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opinion that the governing principles 
are necessarily general and have already 
been spelled out in previous opinions 
of the Court. The Government's pro- 
posed test was stated as: “gifts should 
be defined as transfers of property made 
for personal as distinguished from busi- 
ness reasons.” 

The governing principles to which 
the court referred indicate that: 

(1) A voluntary executed transfer of 
property by one to another, without any 
consideration or compensation therefor, 
though a common-law gift, is not neces- 
sarily a gift within the meaning of the 
taxing statute; mere absence of a legal 
or moral obligation to make a payment 
does not establish that the payment is a 
gift.3 

(2) If a payment proceeds primarily 
from the constraining force of any moral 
or legal duty or from the incentive of 
anticipated benefit of an economic na- 
ture, it is not a gift.4 

(3) Where a payment is in return for 
services rendered, it is irrelevant that 
the donor derives no economic benefit 
from it.5 

(4) A gift in the statutory sense pro- 
ceeds from a detached and disinterested 
generosity® out of affection, respect, ad- 
miration, charity, or like impulses,? and 
the most critical consideration is the 
intention of the transferor.8 

In conclusion, the Court stressed that 
whether or not a transfer amounts to a 
gift must be reached on consideration of 
all the factors. 

\pplying the above principles, the 
Court found that the Tax Court was not 
clearly erroneous and was warranted in 
concluding that payment in the Duber- 
stein case was recompense for Mr. 
Duberstein’s past services. Such a con- 
clusion was not mere suspicion, as found 
by the circuit court. In the Stanton case, 
the Supreme Court was critical of the 
district court’s unelaborated finding that 
the payment was a gift and remanded 
the case for adequate findings of fact. 
rhere were strong dissents, ranging from 
the finding of a gift in each case to the 
opinion that the payments constituted 
income in each case. 


Effect of Duberstein 

Where did this leave the so-called pay- 
ments to widows cases? Although the 
Duberstein and Stanton decisions did 
not specifically pass on this problem, it 
motive of the 
transferor was the prime consideration 


did indicate that the 


in this area and reaffirmed that a pay- 


[Jack H. Calechman is a member of the 
Connecticut and Massachusetts bars and 
with Brown, Rudnick, 
Freed & Gesmer in Boston. He was for- 
merly with the Regional Counsel's office 
of the Internal Revenue Service in New 
York and in Boston.] 


is associated 





ment, although voluntarily made and 
not required by any legal or moral obli- 
gation, is not necessarily to be treated 
as a gift. 

The first case in this area to be de- 
cided after these Supreme Court deci- 
sions followed Reed all the way down 
the line (Cowan, DC Ga., 8/25/60)... On 
facts similar to Reed (an amount equal 
to the decedent’s annual salary was paid 
his widow over a 20-month period) the 
district court in Georgia, making no 
reference to the Duberstein and Stan- 
ton decisions, held that the opinion in 
the Reed case was correct. The court 
further endorsed Reed in concluding 
that Section 101(b) of the 1954 Code 
merely served to eliminate the require- 
ment that certain death benefits must 
be paid pursuant to a contractual obli- 
benefits to 


gation in order for such 


qualify for the $5,000 exclusion from 
gross income. The Government's appeal 
in this case was subsequently with- 
drawn. 

The Commissioner’s retaliatory step 
was to announce on September 12, 1960, 
that it would not follow Reed but would 
also not request review.’ His position 
was soon reinforced by two decisions of 
the Tax Court, both favorable to the 
Government. In the first of two deci- 
sions the Tax Court, in making its find- 
ings and opinion in the light of the 
Duberstein case, found that, since the 
transferor’s dominant intention was to 
pay additional compensation for the de- 
cedent’s services and the payments were 
not motivated by needs or generosity, 
they were includable in income (Pier- 
pont, 35 TC No. 10 (1960)). According- 
ly, the court found that it was not neces- 
sary to interpret Section 101(b) of the 
1954 Code, to adopt the Rodner-Bounds 
view, or to reject the Reed-Cowan line, 
since in applying Duberstein it found 
that the payments in question did not 
constitute a gift. It is highly significant 
that the decedent in Pierpont owned 
two-thirds of the transferor’s stock. 

In the next case, on facts clearly dis- 
tinguishable from Reed, the Tax Court 
followed Pierpont in holding that the 
payment was includable in the widow's 
income (Kuntz, TCM 1960-247). Appar- 
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ently, the employer-transferor here was 
more interested in protecting its own 
deduction, since the resolution read that 
“because of 42 years service .. . it is to 
the best interests and benefit of the cor- 
poration to pay ... payment made as ad- 
ditional compensation in consideration 
of services heretofore rendered to this 
corporation.” 

Just as it started to look as if the 
pendulum was swinging to the Govern- 
ment, the District Court of Minnesota, 
on February 28, 1961, held not only that 
the payment of the decedent's salary 
to his widow for the remainder of the 
year was to be treated as a gift to the 
widow but also that the payment to her 
of a bonus earned by the decedent and 
the transfer to her of a company-owned 
car formerly used by the decedent were 
also to be treated as gifts (Frankel, 61-1 
USTC 9287, DC Minn.). In the opinion 
of the district court, Reed and Cowan 
were controlling. It is noted that the 
court also specifically considered Duber- 
stein, Stanton, and Rodner. 

Fischer case 

Also on February 28, 1961, the Tax 
Court again followed Pierpont and in- 
cluded in the widows’ incomes payments 
received from a family corporation pur- 
suant to a resolution passed in 1938 
while the stockholder-employees in issue 
were still living (Fischer, TCM 1961-61). 
The Tax Court was influenced by the 
wording of the resolution, which indi- 
cated compensatory intent, as well as by 
the timing of the resolution. 

Where do the most recent decisions 
leave us? Reed had excluded the pay- 
ments from income, Duberstein stated 
that in these cases it is a matter for the 
finder in each case, Cowan followed 
Reed, the Tax Court found payments to 
different widows includable in income, 
and Frankel followed Reed and Cowan. 

It can always be argued that there 
were factual differences in the above 
cases. Possibly Mrs. Pierpont was taxed 
because the decedent owned two-thirds 
of the stock, and Mrs. Kutz was also 
taxed because of the unusual wording of 
a corporation resolution. Possibly there 
are other distinctions. We might ask 
ourselves a few questions. 

1 IT 4027, 1950-2 CB 9. 

2 Rev. Rul. 58-613, 1958-2 CB 914. 

3 Old Colony Trust Co., 279 U.S. 716 (1929). 
* Bogardus, 302 U.S. 34 (1937). 

5 Robertson, 343 U.S. 711 (1952). 

® LoBue, 351 U.S. 243 (1956). 

7 Robertson, supra. 


5 Bogardus, supra. 
® TIR No. 252, 9/12/60. 
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What is the effect of a plan or pre- 
vious payments? Where there was no 
plan but there had been previous pay- 
ments (in the Reed and Rodner cases), 
the excluded from in- 
come, but in cases where long-estab- 


amounts were 
lished plans were on record, payments 
were considered taxable (Simpson, 261 
F.2d 497, CA-7, 1958; Fischer, supra). Of 
interest is the court’s comment in Rod- 
ner on the argument that, because the 
company had made a payment to the 
married executive who 
1946 and 1952, the 
custom had develotped into a sort of 


widow of every 


had died between 


pension plan. The court refused to take ° 


the position that a privilege often ex- 
tended becomes a right. It seems, how- 
ever, that the courts will more readily 
find taxable income if there is a plan, 
particularly if the court can reason, as 
it did in the Simpson case, that a plan 
deters resignation and encourages execu- 
tives to continue employment. 

What effect the 
resolution authorizing the payment? In 


has the timing of 


almost every instance the resolution was 
passed after the death, but the cases in 
which general resolutions had _ been 
passed prior to death resulted in con- 
trary decisions.19 However, a widow’s 
chances of prevailing are better if the 
resolution is deferred, since a resolution 
on record can take on the aspects of a 
plan. 

How is the widow affected when the 
payer creats the payment as a deduction? 
Apparently this is not an overriding con- 
sideration, as it is not even mentioned 
in several opinions, and in decisions 

is mentioned, the re- 
The Supreme Court in 
Duberstein stated that the taxing statute 


does not make nondeductibility by the 


where this factor 


sults differed.1! 


transferor a condition on the gift ex- 
clusion. However, in practice, it is a 
fairly safe bet that, should the deduction 
be claimed, a deficiency will be de- 
termined against the widow, and should 
the fail the deduc- 
tion, the widow, in all probability, will 


transferor to claim 


not be disturbed. This was not true, 
though, in Fischer, where no deductions 
were claimed since 1946, yet both the 
the 


cluded the amounts in income. 


Commissioner and Tax Court in- 


What effect has the wording of the 
resolution? An analysis of the reported 


10 Gift: Allinger, 275 F.2d 421 (CA-6, 1960). In- 
come; Simpson, supra; Fischer, supra; Frankel, 
supra. 

11 Gift: Rodner, Bounds, supra. 
Simpson, supra; Pierpont, supra. 


supra; Income; 
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cases indicates the widow’s chances are 
more favorable if the resolution stresses 
her needs and treats the payment as an 
expression of generosity and sympathy 
rather than the payment of additional 
compensation. Since the Supreme Court 
placed so much emphasis on the trans- 
feror’s motive, the wording of the resolu- 
tion should not be taken lightly. 

What effect has the decedents’ stock 
interest in the transferor? In most of the 
above cases the stock interest, if any, 
was minimal and apparently had no 
effect on the decision, but in the Pier- 
pont case, where the decedent owned 


two-thirds of the stock of the transferor- 
corporation, the payments were includ- 
able in the widow’s income. 

The Service today continues to follow 
the dicta in Rodner and Bounds. Duber- 
stein leaves room for a lower court to 
find, as a matter of fact, that such pay- 
ments are not income to the recipient. 
Therefore, the taxpayer should still be 
able to rely on Reed, since the Reed 
case is still good law, it has not been up- 
set by the Duberstein decision, it is clear- 
ly distinguishable from the Pierpont and 
Kuntz decisions, and in the most re- 
cent test in Minnesota it prevailed. 





New decisions affecting individuals 


*Father doesn’t realize income by chan- 
neling business to partnership of his 
minor children. [Acquiescence| ‘Tax- 
payer, through his control of a Federal 
savings and loan association, could desig- 
nate who should perform services in 
connection with the association’s loan 
business and thereby obtain the ap- 
praisal fees, insurance commissions, and 
abstract and title policy commissions. 
Prior to 1952, taxpayer conducted an 
insurance and real estate loan business 
that performed real estate ap- 
praisals. In 1952 taxpayer assigned his 
entire interest in that business to his 
for his four 
children, ranging in ages from 10 to 
19, each of whom was to have a one- 
fourth interest as partner in the busi- 
ness. At this time the oldest son, a full- 
time college student, was a competent 
appraiser, authorized to accept insur- 
ance. Taxpayer lent the partnership 
$146,000, and the children contributed 
$2,000 each. The commissioner sought 
to tax taxpayer in the appraisal fees, 
insurance commissions, and abstract and 


also 


wife as trustee minor 


title policy commissions, all of which 
were generated by the loan association, 
and also on the income from. the loan 
business. The Commissioner held that 
the partnership lacked substance, was a 
sham, and that the taxpayer, through 
his control of the loan association and 
his children, earned and controlled the 
income from the partnership and there- 
fore is taxable on it. The Commis- 
sioner also sought to tax the loan as- 
sociation on the abstract and title policy 
commissions on the theory that the loan 
association had performed much of the 
work that generated the income and 
could direct who would perform the 


The Tax Court held that 
neither taxpayer nor the loan associa- 
tion is taxable on the appraisal fees, in- 
surance commissions, and abstract and 
title policy commissions. Income does 
not arise from one’s being in a position 
to control who shall perform services 
that produce income, as contrasted with 


services. 


being in control of income-producing 
capital or able to deflect income after it 
is produced. Nor does the fact that tax- 
payer could perform the services himself 
change this result; the income was 
earned by the partnership through the 
services of the oldest son. Taxpayer is 
taxable, however, on the income from 
the loans, since it was his capital, loaned 
to the partnership without in fact his 
relinquishing control of the source of 
the income. Crowley, 34 TC 333, acq., 
IRB 1961-11. 


*No taxable gain on transfer pursuant 
to divorce settlement. The Court of 
Claims joins the Sixth Circuit, in oppo- 
sition to the Second and Third Circuits, 
in holding that taxpayer did not realize 
capital gain on the transfer of stock to 
his wife pursuant to a pre-divorce prop- 
erty settlement. It approves the circuit 
court’s reasoning in (279 
F.2d 27) that, because of the many per- 
sonal factors involved, the fair market 
value of the stock is not a true measure 
of the consideration received by the 
husband on the transfer. Davis, Ct. Cls., 
3/1/61. 


Marshman 


Payments under separation agreement 
were alimony. Pursuant to a separation 
agreement, taxpayer’s ex-husband made 
periodic payments to her during the 
year. The divorce decree “accepted and 
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adopted” the separation agreement. The 
court holds the payments are taxable 
alimony. It is not necessary that the 
divorce decree “incorporate” the agree- 
ment. It is clear that the agreement was 
incident to the Drake, DC 
N. Y., 2/6/61. 


divorce. 


*Can deduct portion of lawyer’s fee for 
divorce action allocable to tax advice. 
In connection with taxpayer’s divorce, 
his attorneys sent him separate bills to 
cover tax advice and settlement of the 
rights of the parties. The court accepts 
the allocation made by the attorneys and 
allows deduction of the fee for tax ad- 
vice. It rejects taxpayer's contention that 
tax considerations permeated all of the 
legal work. Davis, Ct. Cls., 3/1/61. 


Concurrent penalties proper for de- 
linquent declaration and underestima- 
tion. [1939 Code] In Acker (361 U. S. 
87) the Supreme Court held that under 
the 1939 Code it was improper to assess 
penalties for failure to file a declara- 
tion and for substantial underestimate; 
that is failing to file any estimate could 
not be considered as filing a zero esti- 
mate. In this case, however, the court 
approves concurrent penalties where 
taxpayer’s declaration was not timely 
filed and also contained a substantial 
underestimate. [The 1954 Code imposes 
a single penalty.—Ed.| Stellor, Ct. Cls., 
3/1/61. 


Away from home expenses denied by 
divided Tax Court. Taxpayer was a 
management consultant who lived 37 
miles from a large industrial city where 
his wife was employed. He maintained 
an office in his home and had a mail 
address and telephone service in the 
city. His stationery and business cards 
listed both addresses and _ telephone 
numbers. For each of the two years in 
question, all of his income originated 
in the city, and he spent some 300 
nights at a hotel there. Deductions for 
meals, lodging, and automobile expenses 
while away from home are disallowed 
by a majority of the Tax Court. Tax- 
payer’s home for tax purposes is the 
city where his only employment pros- 
pects are. He lived in the smaller com- 
munity for personal reasons cnly. Four 
judges dissent. Green, 35 TC Wo. 87. 


Pennsylvania sales and use taxes de- 
ductible. The IRS rules that the tax im- 
posed by the Pennsylvania Selective 
Sales and Use Tax Act upon the sale at 


retail or the use of tangible personal 
property is imposed directly upon the 
purchaser or purchaser-user, respective- 
ly, and is deductible by such person 
under Section 164(a). Rev. Rul. 61-24. 


Deductibility of Arkansas’ cigarette and 
alcohol taxes determined. The IRS rules 
that Arkansas’ excise or privilege tax 
imposed on the distribution of cigarettes 
and the excise tax on the sale of 
spiritous, vinous, malt liquors, and beer 
to retailers is imposed on the wholesaler- 
distributors who make payments to the 
State, evidenced by the affixation of 
stamps. These taxes are not retail sales 
taxes deductible by the consumer and 
are deducted only by the wholesaler- 
distributor under Section 164(a). But the 
Arkansas alcoholic tax levied upon the 
retail sale of liquor, cordials, liqueurs, 
specialties, and wines is a retail sales 
tax, since it is imposed on persons sell- 
ing tangible personal property at retail. 
This tax is deductible by the consumer 
under Section 164(c) when not paid in 
connection with his trade or business. 
Rev. Rul. 61-40. 


Transportation cost of convalescent’s 
journey to Bermuda allowed. {Acquies- 
cence] In a weakened state following two 
major operations, taxpayer, on his doc- 
tor’s advise, went to Bermuda to re- 
cuperate, accompanied by his wife. Tax- 
payer claimed a medical deduction for 
transportation costs and meals and lodg- 
ing for both of them. In its original 
opinion (34 TC 65), the Tax Court 
allowed a deduction for the transporta- 
tion costs but disallowed the meals and 
lodging. The opinion was later with- 
drawn. In its new opinion, the court 
reaches the same result. Code Section 
213(e)(1) expressly allows a deduction for 
medical transportation expenses in cer- 
tain circumstances. Carososo, 34 TC 
No. 119, acq., IRB 1961-11. 


Taxpayer can’t rely on a presumption 
of tacit consent to filing joint return. 
Taxpayer was unable to obtain his 
estranged wife’s signature on a joint 
return but he signed her name and 
filed a joint return; his wife had no 
income and did not file a separate re- 
treated the 
return as a separate return. The court 
agrees, holding (1) Section 6064, which 
presumes a signature genuine, does not 
apply, since taxpayer admits his wife 
did not sign the return; (2) no agency 
was shown; and (3) the tacit-consent 


turn. The Commissioner 
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rule, whereby a spouse who does not 
object to the filing of a joint return and 
does not file a separate return is deemed 
to have consented to the joint return, 
does not apply, since that rule can only 
be used by the Commissioner and is in 
reality part of the presumption that the 
Commissioner’s determinations are cor- 
rect; here there is a presumption against 
tacit consent, since the Commissioner 
determined that no consent was given 
by the wife to file a joint return. 
Hennen, 35 TC No. 84. 


No basis for deduction of payment of a 
debt discharged in bankruptcy. While 
working as a manager of a corporation, 
taxpayer paid off a holder of unsecured 
notes of a partnership, now bankrupt, 
of which taxpayer had been a partner. 
The partnership and its individual part- 
ners were absolved of all liability to un- 
secured creditors as a result of the bank- 
ruptcy proceedings. Taxpayer also re- 
paid some of his personal creditors 
whose claims were also discharged in the 
bankruptcy proceedings. Since the record 
is barren of any evidence of a business 
reason for taxpayer’s payments, the court 
holds the amount could not constitute a 
loss incurred in taxpayer's trade or busi- 
ness or an ordinary or necessary busi- 
ness expense. Furthermore, since tax- 
payer had no legal obligation to repay 
the sums after his discharge in bank- 
ruptcy, there is no basis for a bad debt 
deduction. Heritage, TCM 1961-62. 


Lawyer's business expenses determined 
under Cohan rule. Taxpayer's law prac- 
tice was of the “country style.” It was 
conducted in his house, two rooms of 
which were used as an office. Taxpayer, 
an elderly man, had no secretary in his 
office, performed the various clerical 
duties himself, and never bothered to 
keep records of his various transactions. 
Despite the lack of supporting evidence, 
business expenditures for labor, utilities, 
supplies, automobile, and telephone are 
rule. 


determined under the Cohan 


Graves, TCM 1961-32. 


Uncompensated casualty loss offsets 1231 
gains. The IRS, in refusing to follow 
the decision of Maurer (CA-10, 11/4/60), 
holds to its position that an uncompen- 
sated casualty loss to residential prop- 
erty offsets Section 1231 gains. The IRS 
relies on its regulation that draws no 
distinction between insured and unin- 
sured losses from involuntary conver- 
sions. TIR 304. 
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Accountant handling case on reasonable 


reserves in IRS was not practicing law 


by FRANCIS G. STAPLETON 


A California court recently held in the Zelkin case that an accountant who under- 


took to settle a tax controversy involving dealers’ reserves was not practicing law 


and was entitled to collect his fee. Mr. Stapleton analyzes the facts and the opinions 


in this case in the light of the leading California case, Agran, under which doctrine 


it has been considered virtually impossible for an accountant to collect a fee for 


tax work through litigation. Practitioners all over the country will be interested 


in this latest addition to the growing body of case law on tax practice and the 


unlawful practice of law. 


A ACCOUNTANT practicing in Cali- 
fornia is constantly subject to the 
that, if he 
work and if he is unfortunate enough 


possibility undertakes tax 
to have to sue for his fee, he will be 
met with the defense that he has illegal- 
ly engaged in the practice of law. This 
is the practical result of Agran v. Sha- 
piro (127 Calif. App. 2nd 807), in which 
the court adopted the following rea- 
soning: 

“Generally speaking, whenever, as in- 
cidental to another transaction or call- 
ing, a layman, as part of his regular 
course of conduct, resolves legal ques- 
tions for another—at the latter’s request 
and for a consideration—by giving him 
advice or by taking action for and in his 
behalf, he is practicing law if difficult or 
doubtful legal questions are involved 
which, to safeguard the public, reason- 
ably demand the application of a 
trained legal mind. What is a difficult 
or doubtful question of law is not to be 
measured by the comprehension of a 
trained legal mind, but by the under- 
standing thereof which is possessed by a 
reasonably intelligent layman who is 
reasonably familiar with similar trans- 
actions.” 

It has been said that this doctrine is 
vague to the point of unintelligibility, 
there will 


and perhaps be 


effect 


general 


agreement to the that it offers 


little or no guidance to puzzled prac- 
titioners. Indeed, what is a “difficult or 
doubtful” legal question is in and of 
itself a dificult and doubtful legal ques- 
tion. Yet one avenue open to account- 
ants was recently defined in the case of 
Lawrence Zelkin v. Caruso Discount 
Corporation, et al. (No. 704525, S. C., 
Los Angeles County, Calif.). 

Lawrence Zelkin, a Certified Public 
Accountant practicing in Los Angeles, 
was engaged by the Caruso Discount 
Corporation and the other defendants 
to represent them in proceedings be- 
fore the Internal Revenue Service in 
connection with an assessment of addi- 
tional tax proposed by an Agent dur- 
ing the course of an audit by the Serv- 
ice. Mr. Zelkin had been recommended 
to Caruso by Cecil W. Collins, an at- 
torney who at the time represented the 
Saruso interests. The engagement was 
confirmed by a written agreement dated 
November 9, 1957, and signed by both 
parties, under the terms of which 
Caruso agreed to pay Zelkin $32,500, 
“plus 50% of any tax less than $100,- 
000,” for his services when “signed agree- 
ments with the Federal Government” 
had been executed. Pursuant to the en- 
gagement, Zelkin, after obtaining powers 
of attorney, commenced negotiations 
with Alex L. Ginsberg, the Agent in 
charge. 


The principal controversy between 
the Caruso interests and the Service 
arose out of a difference of opinion as 
to the proper treatment of certain 
moneys held by Commercial Credit 
Corporation as reserves against condi- 
tional sales contracts sold to it by 
Caruso. Caruso took the position that 
it was on a cash basis and that the re- 
serves were not taxable to it until such 
time as the actual funds were received 
by it from Commercial Credit Corpora- 
tion. The Agent took the position that 
the reserves were unreasonably large and 
that Caruso had taxable income on a 
theory of constructive receipt, at least to 
the extent that the reserves exceeded a 
realistic and reasonable amount. The 
assessment originally proposed was in 
the neighborhood of $1 million, but 
after about two months of negotiation 
Zelkin arrived at an agreement with the 
Agent by which the total liability of 
Caruso was limited to $240,000. This 
arrangement was subsequently confirmed 
by the execution of United States Treas- 
ury Department Form 870 entitled 
“Waiver of Restrictions on Assessment 
and Collection of Deficiency in Tax and 
Acceptance of Over-Assessment.” 

Zelkin had originally received $3,000 
as a retainer; upon the execution of 
Form 870, Caruso gave him two addi- 
tional payments of $5,000 each. There- 
after, Caruso gave Zelkin two additional 
checks for $2,500 each, but the first of 
these was returned because of insufficient 
funds, and the second check was never 
cashed. Zelkin, therefore, had received 
a total of $13,000 and, after repeated at- 
tempts to collect the contract balance, 
finally brought an action. 


Caruso’s defense 


The complaint alleged the written 
agreement, full performance by the 
plaintiff, and a demand for the unpaid 
balance of $19,500. The answer, in addi- 
tion to a general denial of the allega- 
tions of the complaint, contained two 
separate affirmative defenses, namely, 
(1) that at least a portion of the fee to 
be paid Zelkin was to be used by him 
to bribe a certain unnamed employee of 
the Internal Revenue Service and that, 
therefore, the agreement was void be- 
cause it was against public policy, and 
(2) that the plaintiff did not perform 
any services and that the contract was 
void because it was obtained by fraud 
and false representations of the plaintiff. 

At the opening of the trial, counsel 
for the defendant formally withdrew 
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the first affirmative defense (bribery) on 
the ground that the defendant had been 
unable to marshall sufficient evidence to 
sustain the defense. And so the case 
went to trial. 

Mr. Zelkin was the only witness for 
the plaintiff but he testified with un- 
usual skill and discernment due, at least 
in part, to the fact that he holds the 
degree of LL.B. from a New York law 
school, although he was never admitted 
to practice. Counsel for defendant de- 
voted considerable energy to his effort 
to establish that Zelkin did legal re- 
search and performed legal services. Mr. 
Zelkin, on the other hand, was equally 
familiar with the principles of the 
{gran case and repeatedly made distinc- 
tions between issues of fact concerning 
accounting principles (which he _ re- 
solved) and issues of law (which he care- 
fully avoided). The defense witnesses 
were largely ineffective, except for a 
witness who qualified as an expert in 
the field of taxation and who attempted 
to establish that what Zelkin did was 
lawyer’s work. But even here George 
Wiener, counsel for plaintiff, minimized 
the effectiveness of this testimony. 


Lower court decision 

The court gave judgment for Mr. 
Zelkin for the full amount demanded. 
Insofar as the principles of the Agran 
case are concerned, the court specifically 
found “that the work and services per- 
formed by plaintiff for and on behalf 
of defendant pursuant to said contract 
comprised accounting services exclusive- 
ly and that none of the activities, work 
or acts so undertaken and performed 
yy plaintiff constituted the practice of 
law; that it was not the desire nor in- 
tent of either plaintiff or defendant that 
plaintiff 


undertake and perform any 
services for defendant other 


such work, 


work or 


than services and repre- 
sentation as is authorized and lawful for 
a certified public accountant to do.” 
Here the court made a clear and un- 
equivocal finding that what Zelkin was 
engaged to do and what he in fact did 


were accounting services. 


On appeal 


From the judgment in favor of the 


plaintiff, the defendant appealed to 
the District Court of Appeal. The ap- 
pellant’s position as stated in its open- 
ing brief was predicated on three con- 
tentions: 

1. The uncontroverted evidence dem- 
onstrates that the agreement upon which 


the judgment was based was illegal be- 
cause the services rendered constituted 
the practice of law and entailed no ac- 
counting work. 

2. If respondent was entitled to re- 
cover judgment upon the written agree- 
ment, he was only entitled to recover 
against Caruso Discount Corporation, 
the only other party to the agreement. 

3. The evidence failed to prove ful- 
fillment of the condition precedent to 
the payment of money to the respond- 
ent, namely, that “signed agreements 
with the Federal Government have been 
executed.” 

For our purposes only the first point, 
which is based on the Agran case, is 
significant. Here the defendant argued 
that the services performed by Mr. Zel- 
kin were legal services because: 

1. There was no arithmetic, account- 
ing, or any audit involved. 

2. Zelkin did “legal research” at the 
UCLA law library and the Los Angeles 
County Law Library. 

3. Zelkin “Reserve 
Agreement” to establish the extent of 
the right of Caruso to withdraw funds. 
This was characterized by defendant as 
a “purely legal problem.” 

The District Court of Appeal (2nd 
Civil No. 24663, 186 ACA 875) unani- 
mously affirmed the decision of the trial 


reviewed the 


court, distinguishing the Zelkin case 
from the Agran case on the ground that 
in Zelkin: 

1. The plaintiff testified that his “re- 
search” was “directed exclusively toward 
a determination of the accounting 
methods emyloyed by other companies 
which had been involved in similar tax 
problems.” 

2. The plaintiff “consistently and re- 
peatedly denied that he read any cases 
to determine the applicable law” and 
that “he was completely disinterested in 
the results of the cases which he re- 
viewed and was searching only for the 
proper methods of accounting which 
had been employed.” 

3. It could not be said that “no dis- 
cussion of the problem would be _ pos- 
sible without reference to legal issues 
and no persuasive argument could be 
made which did not include a “dis- 
cussion of legal principles.” 

The defendant subsequently filed a 
petition for a hearing before the Cali- 
fornia State Supreme Court, but this 
petition was denied by that court on 
January 27, 1961. 

It would be a mistake to infer that 
Zelkin indicates a change in attitude of 
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the California court from the doctrine 
of Agran v. Shapiro, since the two cases 
are clearly distinguishable on their re- 
spective facts. Zelkin is an outstanding 
example of the consequences of effective 
cooperation between a_ well-prepared 
witness and careful and competent coun- 
sel. Nevertheless, Zelkin does exemplify 
an appreciation by the courts of the fact 
that where matters of apparent com- 
plexity are involved in negotiations 
with the Internal Revenue Service, their 
resolution is not presumptively to be 
considered as involving the “practice of 
law.” * 


Accountant charged with 
practicing law in IRS appeal 


A KENTUCKY ACCOUNTANT represented a 
taxpayer before the Appellate Division 
of the IRS on the question of whether 
the sale of lots in a subdivision produced 
ordinary income or capital gain. The 
taxpayer refused to pay the accountant 
his fee, the accountant sued and won. 
One of the defenses unsuccessfully urged 
by the taxpayer was that the accountant 
could not collect because he was unlaw- 
fully practicing law. The taxpayer did 
not appeal the judgment in the fee suit. 

However, a action was 
brought by the Unauthorized Practice 
Committee of the Kentucky Bar Asso- 
ciation in the Kentucky Court of Ap- 
peals against the accountant, Patrick H. 
Mitchell, CPA. This action is still pend- 
ing. 


C ontempt 


In the fee suit Mitchell testified that 
he and his office associate did consider- 
able research, “reading cases and dis- 
cussing them.” In his reply to the con- 
tempt action, Mitchell denied that he 
had performed legal services and stated 
that his only services consisted of ac- 
counting, research, and advice. w 


AICPA may consider 
creating tax specialty 
A LONG-RANGE planning committee of 
the American Institute of Certified Pub- 
lic Accountants is considering initiating 
a system of high accreditation within the 
profession that would recognize special 
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competence in the tax field, among 
others. John L. Carey, executive direc- 
tor of the AICPA and secretary of the 
committee, discussed some of the reasons 
in the March 1961 Journal of Account- 
The purpose of his article, he 
says, is to encourage discussion among 


ancy. 


accountants of the reasons why the CPA 
is not regarded today as a member of a 
learned profession and how a _ higher 
professional status might be achieved. 
The first reason suggested by Mr. 
Carey for the CPAs present status is 
that the profession is young—only about 
40 years old—and just beginning to be 
appreciated as important; the 
educational requirements for the cer- 
tificate are below those of law or medi- 
and third, the scope of most ac- 
countants’ education and the qualifying 
examination they take are comparatively 


second, 


cine; 


narrow, overly vocational in comparison 

with those of the learned professions. 
The for raising 

standards is shared by the universities 


responsibility the 
and the profession itself. Mr. Carey dis- 
cusses possibilities and concludes: 
haps the ideal combination of formal 
and post-collegiate education would be 


“‘Per- 


one in which the universities through, 
say, a five-year curriculum, provided the 
aspiring accountant with a broad base 
in the liberal arts and the basic tools of 
business management and also a firm 
groundwork in theory and principles of 
accounting and auditing, taxation, and 
management services; and in which the 
Institute’s professional development pro- 
gram provided CPAs and their staff as- 
sistants with exposure to specialized sub- 
ject matter and techniques.” 

The practical problem is how to in- 
duce CPAs to continue their education 
along the lines expected of a learned 
professional. The Institute’s Committee 
on long-range planning believes some in- 
centive must be provided. A system of 
higher accreditation is suggested—some 
form of recognition within the profes- 
sion of individuals showing superior 
The specialty 

yritten examinations of 


competence. boards in 
medicine, the 
the Society of Actuaries for Associates 
and Fellows, and the program of the 
British Institute of Cost and Work Ac- 
countants leading to the designation 
“Fellow in Management Accountancy” 
provide examples of what others have 
done. The Institute might organize an 
of Certified Public Account- 
ants and recognize its members as Fel- 
with the initials FA (Fellow of 
the Academy) following the CPA. 


Academy 


lows, 


“Within the Academy,” Mr. Carey 
said, “initially, there might be recog- 
nized three areas of emphasis—one in 
independent auditing, one in tax ac- 
counting, and one in management ac- 
counting services. .. .” 

Mr. Carey suggests how the Academy 
might be established through the In- 
stitute and how eventually, as the pro- 
fession continues to develop, specialties 
might come to be recognized. What is 
proposed for immediate consideration is 
a simple, broad program “which is the 
easiest to administer—a program which 
will stimulate the largest number of 
CPAs at the earliest possible time to 
undertake continuous advanced study 
and systematic self-improvement.” as 


Dates and data on IRS 
special enrollment exams 


7> NEXT IRS Special Enrollment 
Examination wili be held on Sep- 
and 28, 1961. Application 
forms are now available in district of- 
fices and must be submitted by July 

along with the $25 registration fee, The 
test is given for those—not CPA’s, law- 


tember 27 


years, or IRS ex-employees—who wish to 
represent clients before the Treasury De- 
partment in tax matters. 

The September examination will be 
the third of the new type to be given. 
The first one, held in June 1959, drew 
2,188 qualified applicants and 58% of 
them passed. In September 1960 1,272 
candidates appeared and 860, more than 
two-thirds, were issued enrollment cards. 

Questions from previous tests together 
with unofficial answers may be found in 
some of the tax services. w 





“Curb corruption in... 
Government”? 
PRESIDENT KENNEDY said in his Special 
Message to Federal 
and Fiscal Policies late last 


Congress on 
Budget 
month, “I want to re-emphasize my 
earlier request to the Congress for ad- 
ditional funds for the Internal Rev- 
enue Service. More and better quali- 
fied agents can both increase the col- 
lection of Federal revenues and help 
curb corruption in and out of the 
Government, racketeering and organ- 
ized crime. (Emphasis supplied.) 
One wonders what corruption there 
is in the Government that the Presi- 
dent refers to. And one wonders why 
Revenue Agents officers 
needed to curb it. bs 
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Real estate trust Regulations 
are criticized at hearings 


[HE PROPOSED REGULATIONS on Real 
Estate Investment Trusts were called un- 
duly restrictive at public hearings in 
March. The divorce of the trustee, hold- 
ing title to the real estate, 
pendent contractor actually managing 
it was seen by tax lawyers as unjusti- 
fied by the statute and contrary to the 
intent of Congress. Real estate men saw 
it as unwise from a policy standpoint in 
that too rigid a separation of the in- 
vestment-selection from the 
property-management function would be 
contrary to normal economic interests. 
Pointing out that real estate invest- 
ment trusts are now being organized, 
several speakers urged that, if the IRS 
wishes to delay of complete 
final Regulations pending study of the 
many difficult points raised, partial final 
Regulations ought to be published 
soon as possible so that creation of 
the first trusts can be completed. The 
sections on which immediate certainty 
is needed are those dealing with the re- 
lationship between the trustee and the 
independent servicing the 


from inde- 


function 


issuance 


contractor 
pre yperty. 


Rendering services 

A Real Estate Trust 
qualifies for special tax treatment (like 
a mutual fund, it is free of tax if it dis- 
tributes practically all of its income to 
its stockholders each year) if, 
other tests, 


Investment 


among 
75% of its income comes 
And, in 
keeping with the general concept that 
REITs are to be passive investors, the 
Code provides that rents will not qualify 
for this income test if the REIT fur- 
nishes services to the tenants other than 
through an 


from rents from real property. 


independent contractor. 
Real estate men at the hearing argued 
that Congress intended to permit the 
normal kind of arrangement used in 
most large 


pancy properties. 


commercial multiple-occu- 


Under these arrange- 


ments, a property-management firm seeks 
negotiates leases, engages 


out tenants, 


and supervises personnel to maintain 
and operate heating and elevator fa- 
cilities, provide janitorial service, do re- 
pairs, and maintain the building. All 
these expenses, plus a fee, are deducted 
from the rents collected and turned over 
to the owner. 

The proposed Regulations require 
that maintenance and repairs be con- 
trolled and paid for by the independent 
contractor. Putting the economic bur- 
den of maintenance and repairs on the 
contractor was seen as uneconomic. Al- 
vin J. Ivers of the Philadelphia law firm 
of Folz, Bard, Kamsler, Goddis & Green- 
field, said that a real estate investment 
trust should not be subject to the risk 
that adequate repairs will not be made. 
This is a serious risk, unless the man- 
agement concern may retain, out of the 
rents, full reimbursement for the actual 
costs incurred for repairs. The large in- 
vestor owning real estate is free of this 
risk. The Congress cannot have intended 
that shareholders in a real estate invest- 
ment trust be exposed to a deterioration 
“milk- 
ing” of the real estate by a management 


of their investment caused by a 
concern operating under an arrange- 
ment that would enable the manage- 
ment concern to profit by inadequate 
repairs. 

Frederick J. Robbins, Chairman of 
the ABA Taxation Section Committee 
on Real Estate Investment Trusts, said 
that the proposed Regulations reason- 
ably attempt to provide practical rules 
for distinguishing between the types of 
services the trustee may perform and 
those which the independent contractor 
However, the 
ment that repairs and maintenance be 


must perform. require- 
controlled and paid for by the inde- 
pendent contractor does not seem to be 
justified and could be very troublesome 
in operation. It is always difficult to 
distinguish between capital improve- 
ments—which the trustees are authorized 
to make—and repairs—which they are 
not to participate in. It would seem 
that repairs and maintenance of the 
trust property are activities consistent 
with passive real estate ownership and 
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that they should be permitted of the 
trustees. 


Other questions raised 


The Code provides that the inde- 
pendent contractor who may furnish 
services to tenants cannot own more 
than 35% of the REIT. The proposed 
Regulations carry the separation even 
further. They provide that a_ trustee 
“may not be an officer or employee of, 
or have any direct or indirect pro- 
the independent 
This provision was said to 
be completely without justification in 
the statute. 


prietary interest in” 


contractor. 


The proposed Regulations do not 


specifically say that, in determining 
whether 75% of the assets are real estate 
assets, gross value regardless of mort- 
gages on the property is to be used. Sev- 
eral speakers urged that this point be 
made clear. 

In determining whether rent is from 
real property, allocations are required 
if the lease covers both real and_per- 
sonal property. Practitioners asked that 
waived for 
small amounts and that specific illustra- 
tions of acceptable allocation methods 


this arithmetical chore be 


be included in the Regulations. 
Spokesmen for the National Associa- 
tion of Real Estate Investment Funds 
argued that, if a favorable tax atmos- 
phere is created, these new investment 
vehicles will be important to urban re- 
They asked that the in- 
tent of Congress be 


development. 
followed and the 
funds given liberal tax treatment. w 


Tax aspects of patents, 
copyrights, and trademarks 


A COMPREHENSIVE COVERAGE of the sub- 
ject is packed into the 77 pages of Tax 
Aspects of Patents, Copyrights and 
Trademarks by Paul Gitlin and William 
Redin Woodward, members of the New 
York bar. Offered at $2.50 by the Prac- 
ticing Law 20 Vesey Street, 
New York 7, New York, the monograph 
analyzes the Code as it applies to var- 


Institute, 


ious patent and copyright transactions. 

Among the many topics discussed are 
the dangers inherent in co-ownership of 

patent, the need to allocate carefully 
the purchase price of a business between 
trademarks and patents, how to arrange 
installment payments for the author’s 
or inventor’s benefit, methods of obtain- 
ing capital gains treatment, permitted 
assignments 
and licenses, and business deductions. * 


allocations to prior years, 





316 * The Journal of Taxation 


TAX 


* May 1961 


op. tal 


ED BY THEODORE oa EES 4 


TON W. KANTER, 
| See sig 





iD... 


This is an informal exchange of ideas, questions, and comments arising in 
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209 South LaSalle 


Berger and Burton W. Kanter, 


IRS says 
not depreciable until used 


spare parts are 


A Tax Court PETITION, Armstrong Cork 
Co. (Docket No. 90609), is of consider- 
able interest to companies that must 
keep a stock of spare parts on hand for 
machinery that needs continual replace- 
ment of parts. 

In order to avoid interruption in pro- 
duction by having to order new parts 


in the event of any breakdown in its 
major machines, Armstrong kept on 
hand a stock of necessary spare parts. 


At the time of original acquisition of 


a machine, or after the company had 
sufficient experience with the machine 
Arm- 


strong would acquire and maintain a 


to ascertain the extent of failures, 
stock of essential spare parts that were 
obtainable on 
When a 
break down, the broken part would 


not readily extremely 


short notice. machine would 


replaced by the spare part. Then an- 


other new part would be ordered, or 


the spare part would be repaired and 
All parts 


then held for use once again. 


stocked for these purposes were usable 
only on the particular machine. 
Armstrong depreciated the cost of 


these particular necessary spare parts in 
the same way the machines were depre- 
ciated, since the parts would have no 
The 


disallowed the 


value apart from the machines. 


Commissioner, however, 
depreciation deduction on these spare 
that the 


held in an 


parts on the ground parts 


should have been account 
not subject to depreciation; only when 
t part is placed in the machine would it 
properly be expensed or subject to de- 
preciation, depending on the facts in 
When the 


taken out of use, 


the particular instance. ma- 


chine is finally parts 
on hand that have been neither expensed 
nor depreciated presumably would be 
written off as abandoned at that time. 
Many like 


businesses use a system 


Theodore 


Street, Chicago 4, Illinois. 


Armstrong’s with respect to important 
machinery. Probably many of them ex- 
pense the parts at the time of acquisi- 
tion rather than depreciating the cost 
of the parts over the life of the ma- 
chinery. Obviously, this treatment would 
be even more repugnant to the IRS. ** 


Commissioner attacks still 
another real estate exchange 


IN ADDITION TO the Tax Court petitions 
in H. D. and Evelyn E. Smiley (Docket 
No. 85846) and J. H. Baird Publishing 
Co. (Docket No. 88428) referred to in 
the February column, involving a chal- 
lenge by the Commissioner that trans- 
actions reported as taxfree exchanges of 
real estate were in reality sales, another 
petition has come to our attention, 
James Alderson (Docket No. 88988), also 
involving the same basic issue but with 
some slight difference in the circum- 
stances which are interesting to note. 
In Alderson, taxpayer had entered 
into a contract for the sale of his land 
to a corporation that wished to build a 
plant on the property. Subsequently, 
the taxpayer located a parcel of land 
he liked for investment. T 
arranged to have the corporation to 


axpayer then 


which he was selling his land purchase 
the other parcel and exchange it for his 
present property. The original contract 
amended to 
agreement 


The corporate purchaser ac- 


of sale was reflect this 


change in between the 
parties. 
quired the other parcel and made the 
exchange of real estate with the 
payer. The taxpayer did not receive 
cash from the corporation at any time. 
Title to the property acquired by the 
corporation was taken in the name of 
the corporation and then reconveyed to 


tax- 
any 


the taxpayer in exchange for his prop- 
erty. 

The theory of the Government’s chal- 
lenge to this case is that the transaction 


was for tax purposes closed at the time 
the original contract of sale was entered 
into and that the contract could not be 
modified to change the transaction from 
a sale to a tax-free exchange. The Gov- 
ernment considers that the corporation, 
in acquiring the property desired by 
the taxpayer, was merely acting as the 
taxpayer’s agent and that what truly 
transpired was a sale by taxpayer of his 
property to the corporation and a pur- 
chase by taxpayer through the agency 
of the corporation of the other parcel. 

In all three of these cases now pend- 
ing before the Tax Court, the second 
party to the transaction did not own 
the property at the time of entering into 
the exchange agreement. In the Alder- 
son case the second party did not own 
the property at the time of modification 
of the sales agreement into an exchange 
agreement. In one respect, however, 
Alderson is more like the Smiley case, 
inasmuch as the two parties to the trans- 
action each end up retaining ownership 
of the property involved in the ex- 
change, whereas in the Baird case this 
was not so. Smiley and Alderson also 
differ from Baird in that Baird involved 
new construction before the exchange 
could be consummated in addition to 
the acquisition of the property to be 
exchanged. % 


Danger to be avoided: 
trap under Subchapter S 


SEVERAL TIMES during the past year we 
have run into what would seem to be 
an unintended but real trap under Sub- 
chapter S. 

Assume a corporation on an October 
31 fiscal year earns $30,000 during its 
first year as an electing Subchapter $ 
All of the shareholders are 
calendar-year, 


corporation. 
cash-basis taxpayers. In 
after 
the corporation dis- 
tributes $20,000. In these circumstances, 


November, immediately the close 


of its fiscal year, 


it appears that the shareholders will 
have to report, in their individual re- 
turns for the current calendar year, an 
aggregate of $50,000 income instead of 
only the $30,000 earned by the corpo- 
ration for its first fiscal year under Sub- 
chapter S. 

This results from the interplay in the 
definitions of undistributed 
the corporation, the amount that is re- 


income of 


ported by the corporation’s sharehold- 
ers, and of previously taxed income of 
the corporation, against which distribu- 
tions may be deducted. At the close of 
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the corporation’s fiscal year, it had on 
hand undistributed income of $30,000. 
[his amount must be picked up as in- 
come by the shareholders in their calen- 
dar-year tax returns. The distribution of 
$20,000 after the close of the corpora- 
tion’s taxable year must first be charged 
against earnings of the year in which 
the distribution is made; this means the 
corporatioen’s second Subchapter § fiscal 
year, but it is picked up as income by 
the cash-basis shareholders in the year 
f the distribution. Under the Regula- 
tions (Section 1.1375-4, Example 2) the 
listribution does not qualify as a dis- 
tribution of previously taxed income be- 
cause the corporation’s income must 
have been reported in the shareholders’ 
returns before it becomes previously 
taxed, and this will not occur until after 
the close of the calendar year. 

Had $20,000 been 
made prior to the close of the corpora- 


the distribution 
tion’s fiscal year, this result would not 
distribution 
would have constituted a reduction of 


ave occurred, since the 
the undistributed income of the corpo- 
ration at the close of its fiscal year to 
$10,000. The shareholders thus would 
dividend of $20,000 and un- 
distributed Subchapter S income of $10,- 
100, which would equal the $30,000 


earnings of the corporation in its first 


ré port a 


Subchapter § fiscal year. 
rhis is one of those obviously un- 
that easily 


avoided, but once the taxpayer acci- 
1 


intended traps can be 
entally falls in, he appears to have no 


scape. Ww 


Gift tax problems on 
group life policy assignment 
JAMES R. ZUCKERMAN, a New York City 
ttorney, writes: 

“IT have read with interest your March 
ylumn, in which you raise several prob- 
lems resulting from the assignment of 
group life policies. 

“On 


with the Service in the past, it is my 


the basis of some discussions 


understanding that in case of a com- 


plete assignment, substantially as fol- 
lows: 

‘For value received, I hereby assign 
l1 rights and incidents of ownership, 
including but not limited to individual 
life insurance on my life, and the right 
to change the 
policy No. issued to 
by ae: Life 


Company and 


beneficiary, under group 


Insurance 
under the life insurance 


benefits in Certificate No. to 
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TAX MAN’S CROSSWORD PUZZLE 





~—- 


DON’T LET THIS TAX PUZZLE THROW 





= = al 











YOU 


Our osviousLy talented office associate, Roger Baskes, gives us a unique contribu- 


tion this month with his tax-oriented topica) crossword puzzle, an out-of-the-shop 


item sure to be the talk of the Shop. If you e..joy the puzzle let us know and per- 


haps we can prevail upon both our associate and the Journal editors to make a 
puzzle a periodic feature. 


DOWN 28. Better kind of capi- 
tal gain (abbr.) 
1. Section 671 trust 29. Subject of contro- 
2. No Section 541 tax versial colonial tax 
if this is 50% of in- 31. Flower vessel 
come 32. Greek letter 
8. A Subchapter J tax- 33. Adam’s fourth 
payer exemption 
4. Purpose of Section 34. Boss of Belgrade 
4001 assets 40. Date Form 1120 is 
5. Basis for Section due: March 
4262(b) (2) and (two words) 
(3) exclusions 41. A wild goat 
6. Island in Carolines 42. Not messy 
7. How to mix Chapter 44. Unyielding 
51 articles 45. A cause of casualty 
8. Section 4511 oil losses 
9. Radio frequency 46. Short-term trust 
range case 
10. Home of Section 48. Those for w hom age 
1231 (b) (3) assets 62 is more signifi- 
11. Test for future de- cant than 65. > 
pendency exemp- 49. A numismatist’s 
tions delight (2 words) 
12. Suit worn by Roman 50. Meadow : 
taxpayer 51. Pro ; for himself 
13. Transfers to a fidu- 54. What Agent usually 
ciary does to taxable in- 
16. Preventing, e.g. come 
execution for tax 51. Plural (abbr.) 
debt 58. Dictum — 
19. Group fighting 59. Astrologer’s calen- 
Section 5001 assets dar year 
(abbr.) 61. Union general 
25. Section 446(c) (4) 64. A thought 


. Common description 67. 


Section 4071 asset 
In operation 
Roman poet advo- 
cating joint returns 


permits this type of 65. 
accounting method 66. 


of taxpayers 


70. Girl’s name 


. National Space 


Agency (abbr.) 


75. An article 


. For example 


ACROSS 


. “Business purpose” 


case 


. Bachelor’s tax 


return 


. Trust principal 


Bake, esp. meat 


. River in Western 


hemisphere 


. Premarital. esp. a 


property settlement 


20. Transfer tax im- 


posed by Section 
2501 (abbr.) 


. National Tax Asso- 


ciation (abbr.) 


22. Locating preposi- 
tion 

23. Ancient Syria 

24. Scorch 

26. Filed before overdue 

29. Your 

30. Too optimistic 


Form 1040 ES 


. A Section 4061 (a) 


article 


. Revenue Agent 


(abbr.) 


. An article 
. Ancient Sudan 


39. 


56. 
60. 
62. 
63. 
65. 
68. 


69. 
71. “IL.T.” rulings prior 


72. 


In office, esp. a 
judge 


3. Transfer tax im- 


posed by Section 
2001 (abbr.) 

Fixes, as in an elec. 
tion 


. Yield 
. Exist 
. Taxing State in 


Scripto 


. Section 1241 asset 
. Chemical symbol for 


Section 4891 sub- 
stance 


. Community prop- 


erty state (abbr.) 


. Internal Revenue 


Service (abbr.) 
Spoke “‘off the 

cuff” 

Nebraska Metropolis 
(abbr.) 

Planet's reflection 
ratio 

A section 4151 asset 
Implement 

A midwestern RR 
(abbr.) 

Movie Actress 


to 1922 
Section 471 assets 


74. Object of Section 


@~I-31-1 
own-) 


173 expenditures 


. Nisei’s parents 

. Insect 

. Old English land tax 
. Certain asters 
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(Assignee). This 
assignment shall not take effect unless 
and until it is consented to by the in- 
surance company and the employer.’ 

It will all 
incidents of ownership of the insur- 


be considered that of the 
ance have been transferred and that the 
proceeds will not be includable in the 
of the insured under Sec- 
tion 2042 of the 1954 Code if the other 
requirements of that provision are met. 


gross estate 


The power of the employee to terminate 
the policy by quitting his employment 
probably will not be considered an in- 
terest in the policy for estate tax pur- 
poses, but apparently the Service does 
consider that the privilege to convert 
the policy on termination of employ- 
ment is an interest for estate tax pur- 
Poses. 

“Gift tax consequences may, however, 
arise as a result of such an assignment. 
Apparently, to the extent that there is 
any unearned premium attributable to 
the insurance at the time of the assign- 
the of 
premium will constitute a gift of prop- 


ment, amount such unearned 
erty for gift tax purposes. 

“Some support for this position might 
be found in Section 2039(b), which deals 
with annuity policies and provides: 

‘For purposes of this section, any con- 
tribution by 


shall 
tributed by the decedent if made by 


the decedent’s employer 


be considered to be con- 


reason of his employment.’ 
“This 


assignment 


would not be the case if the 
were effected immediately 
prior to the due date of the premium, 
since a group policy providing for term 
not 
ascertainable value for gift tax purposes. 


insurance would then have any 
“Subsequent premiums paid by the 
employer on the policy may also be 


held 


sured to his assignee. In most instances 


to be indirect gifts from the in- 
though, this issue would not arise where 
the amount of the annual premium is 
less than the annual gift tax exclusion. 

“As to the question of whether pre- 
miums paid by the employer on a group 
life insurance policy which had been 
assigned by the employee constitute tax- 
able income to the employee, the prob- 
lem might be considered analogous to 
that dealt Rev. Rul. 56-400 
(1956-2 CB 116). That ruling considered 
the tax treatment of premiums paid on 


with in 


group life and hospitalization insurance 
policies for commission salesmen. The 
ruling holds that the taxpayer can de- 
duct the premiums paid regardless of 
whether the salesman is an employee or 


May 1961 


not. The ruling also provides that a 
salesman who is an employee may ex- 
clude the premiums from his income. 


However, with respect to a salesman 


who is not an employee: 

“*The exclusions from gross income 

. do not apply since such exclusions 
apply only to employees. Accordingly, 
under the broad concept of gross in- 
come as defined in Section 61 the 
Code, the insurance premiums paid in 
behalf of such a salesman for group 
hospitalization and group life insurance 
policies, the beneficiaries of which are 


of 


designated by such salesman, are in- 
cludible in his gross income for Federal 
income tax purposes.’ 

“The Treasury has also in the past 
indicated that it will construe narrow- 
ly the exemption of group insurance 
premiums granted by Reg. Section 
1.61-2(d)(2). See Rev. Rul. 54-52 (1954-1 
CB 150), which is to the effect that, 
where the premiums are not paid di- 
rectly by the employer but by a quali- 
fied employee’s trust, the covered em- 
ployee must include the premium in his 
income. 

“The two rulings above, however, deal 
with instances where (1) the insured was 
not an employee, or (2) the premiums 
were not paid by the taxpayer’s em- 
ployer. Neither factor is present where 
an employee assigns the policy; the in- 
sured remains an employee and the em- 
ployer continues to pay the premiums. 
Thus, the letter and spirit of Reg Sec- 
tion 1.61-2(d)(2) appear to be applicable 
to exempt premiums from income tax. 

“In general, I believe that there is 
much to be gained by assigning group 
insurance. From a family standpoint, 
the insured is in no worse position than 
he would be had an individual policy 
been assigned. From a tax standpoint, 
if it is subsequently determined that 
the group policy is subject to estate tax 
despite the assignment, the tax will be 
than it ‘vould had no 
assignment taken place.” wr 


no greater be 


Section 341 does not reach 
redemption under Section 302 


‘THE PROBLEM OF USING Section 302 as 
an escape hatch from Section 341 (see 
the March column), brought the fol- 
lowing comment from J. Bruce Donald- 
son of the law firm of Raymond, Chirco, 
Fletcher, Cohan & Donaldson, Detroit, 
Michigan, a frequent contributor: 
“The problem of statutory interplay 
between Sections 302 and 341 of the 


1954 Code seems to me not to be sub. 
ject to a definite answer. 

“Section 341(a) is the operative por- 
tion of the ‘collapsible corporation’ pro- 
vision. ... 

“Section 341 appears to cover all pos. 
sible methods of collapsing a corpora- 
tion, i.e. sale or exchange of stock, cor- 
porate liquidation and distributions be. 
fore realization of corporate earnings 
and profits, except one, redemption 
under Section 302. This apparently was 
a result of an oversight in drafting Sec- 
tion 341. The section refers to distribu- 
tions in complete or partial liquidation 
which are treated ‘under this part ... 
as an exchange for stock.’ “This part’ 
obviously refers to Part II, Corporate 
Liquidations, in which Section 341 is 
found. Since redemptions under Section 
302 are covered in Part I, Distributions 
by Corporations, Section 341 does not 
technically reach such distributions. 

“While this conclusion appears rela- 
tively secure on the basis of a.technical 
analysis of the statute, it is far less cer- 
tain that prediction of case law evolu- 
tion can be confined to a mechanical, 
syllogistic approach to the Internal Rey- 
enue Code. In fact, in the planning 
area of tax practice, it quite often pro- 
duces overoptimistic answers. Given a 
clear, unduly ambitious attempt to pull 
out, through the redemption technique, 
potential unrealized corporate income, 
closely matched litigation would almost 
certainly follow.” % 


Is interest-free loan to 
shareholder a dividend? 


IN OUR FEBRUARY COLUMN we published 
two of the questions thrown at panelists 
at the University of Chicago Tax Con- 
ference last fall. Here is another: 

interest-free 


A corporation makes an 


loan to a shareholder. Assume that all 
of the characteristics of a true loan are 
present—fixed maturity, 
pay, and so on. Is there a dividend dan- 
ger solely because of the fact that no 


interest is charged? 


intention to re- 


One of the panelists, in stating his 
opinion that there was no dividend, 
distinguished the cases that have found 
a dividend in the rent-free use of corpo- 
rate property by a shareholder. In the 
property casés, he said, the shareholder 
was given am estate in land that could 
be distribution 
corporation, whereas in making an in- 
terest-free loan, there is no distribu- 
tion. x 


considered a by the 
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Temporary Extended Unemployment 


Compensation Act signed by President 


On Friday, March 24, President 
Kennedy signed into law H.R. 4806, 
the Temporary Extended Unemploy- 
ment Compensation Act of 1961 
(TEUC), which provides for the pay- 
ment of additional unemployment 
benefits to individuals who exhaust- 
ed their rights under state laws after 
June 30, 1960. While somewhat 
similar in intention to the 1958 TUC 
Tax Act, the 1961 legislation contains 
the following differences: 

1. The legislation, insofar as the 
states are concerned, is practically 
mandatory, 7.e., regardless of whether 
the states agree to extend benefits 
for an additional 13 weeks or for half 
again as many weeks as the maximum 
allowed in each _ state, 
whichever is less, the states’ em- 


presently 


ployers will nevertheless be assessed 
a tax of 4/10 of 1%. This will be 
collected as part of the Federal un- 
employment insurance tax. Back in 
1958, the plan was on a voluntary 
basis and only 17 states elected to 
participate in the plan. 

2. Contrary to the 1958 legislation, 
the 1961 TEUC plan sets forth one 
restriction on the payment of bene- 
fits. This legislation will operate to 
reduce the weekly benefit amount of 
any TEUC claimant by the amount 
of any pension or annuity that he is 
receiving under any public or private 
retirement plan to which his em- 
ployer contributed—if the pension is 
from the plan of an employer for 
whom the claimant worked in_ his 
latest base year. The offset will not 
apply, however, if the pensioner had 
state benefit rights based entirely on 
intervening employment with other 
employers. This amendment, by the 
way, does not provide for any offset 
of social security benefits or veterans’ 


pensions. 
Immediately after signing of the 
1961 legislation, some 20 states en- 


tered into agreements with the 
Federal Government for the payment 
of extended benefits. The remaining 
States were expected to enter into 
similar agreements without delay. 
The payment of benefits will have 
started on or before April 17 in prac- 
tically all states. 

When this legislation was being 
considered in Congress, it was pointed 
out that the larger industrial states 
would receive substantially more in 
benefits for their citizens than their 
employers would pay in. additional 
taxes, the southern and farm states 
receiving less in benefits than they 
pay in taxes. Obviously one effect of 
this situation will be to encourage 
the legislators in the southern and 
farm states to increase the level of 
unemployment benefits they can pay 
to their claimants. 

Other features of H.R. 4806 are as 
follows: 

1. The Department of Labor is re- 
quired to make a study of the charac- 
teristics of claimants. 

2. The 4/10 of 1% additional tax 


/O 
will apply to 1962 and 1963 payrolls, 
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the tax being payable in January 
1963 and 1964. 

3. The existing $350 million level 
on the ceiling of the administrative 
expenditure fund was raised. It will 
be remembered that this fund is used 
for grants to states. The ceiling is 
lifted to $385 million for the current 
fiscal year ending June 30, 1961, and 
$415 million for the fiscal year end- 
ing June 30, 1962. Thereafter it again 
reverts to $350 million. 

Employers in those states that 
elected to participate in the 1958 ex- 
tension of benefits will be required to 
repay the amounts advanced by the 
Federal through — in- 
creased Federal unemployment taxes 
beginning with the year 1963. tr 


Government 





CLASSIFIED 
ADVERTISING 


Classified advertising will be accepted 
for publication for help wanted, situa- 
tions wanted, business opportunities, 
practices for purchase or sale, purchase 
and sale of merchandise, and similar 
items. Rate per insertion: 60¢ per line, 
minimum, $3. Address copy for adver- 
tisement, together with check, to The 
Journal of Taxation, 147 East 50th 
Street, New York 22. Replies should 
also be sent to this address. 











ATTORNEY—U. OF MICHIGAN '54; ex- 
tensive tax experience with Regional Coun- 
sel, IRS; seeks position with law firm or 
corporation; LL.M. (taxation) , M.B.A. (ac- 
counting) ; will relocate. Box 531. 


TAX ATTORNEY, age 31, LL.B. Harvard, 
LL.M. (Taxation) N.Y.U., four years diversi- 
fied experience as trial attorney in Office 
of Chief Counsel IRS, seeks position with 
law firm or corporation. Will relocate. Re- 
sume upon request. Box 530. 





TREASURY REALIGNING TAX POLICY STAFFS, DILLON SAYS 


SECRETARY OF THE TREASURY Dillon 
is revising the Treasury organization 
to bring together the tax analysis 
staff, concerned with economic effects 
of taxation, and the tax legislative 
staff, the legal side of tax policy in 
the Treasury. These groups will work 
under an Assistant Secretary of the 
Treasury for Tax Policy. Stanley S. 
Surrey was named by the President 
for this post. 

Secretary Dillon’s plans were re- 
vealed at a session of a subcommittee 
of the House Appropriations in Feb- 
ruary but were released for publica- 
tion only in March. When members 


of the committee asked about plans 
for major revisions in the tax struc- 
ture, Mr. Dillon said that revisions 
that might be introduced in _ this 
session of Congress include questions 
of foreign tax havens and, if possible, 
some way of preventitng U. S. plants 
being moved out of the United 
States to manufacture abroad and 
have their products imported into 
the U. S. Incentives to plant modern- 
ization will also be asked. Large scale 
revision will probably not be asked 
this year because of the amount of 
preliminary study that would be re- 
quired. vr 
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CUMULATIVE INDEX 


This index includes material published in The Journal of Taxation 
in recent months, plus major books and pamphlets currently useful. 
Average length of cumulation of listing is six months, though older 


items will be retained if they are 
sion of that subject. 


ACCOUNTING—BOOKS 

Oehler C, Lawyers Accounting Hand- 
book, Matthew Bender & Co., (New 
York) 1 vol., $15. 

Peel Jr., Fred W, Consolidated Tax Re- 
turns, Callaghan & Co. (Chicago, 
1959) $20. 

Wriggins J C & G B Gordon, Repairs 
vs. Capital Expenditures, Ronald 
Press Co. $10.00. Tax practitioners 
featuring tables of cases, showing 
taxpayer’s arguments and court’s find- 
ings 


ACCOUNTING—ARTICLES 


Amortization of leasehold costs, pro- 
posed regulations criticized, 183JTAX 
862, Dec60. 

Appreciated property, some uses of, 
bring realization of gain and tax, 
14JTAX77, Feb61. 


CLE’s books on taxes are best sellers, 
14JTAX207, Apr61. 

Consolidated returns, cryptic ruling on, 
attempts to block tax avoidance, Leon 


Hariton, 13JTAX262, Nov60. 
Covenant not to compete, tax on, will 
be fixed if business sale is well 
planned, Richard J. Barnet, 18JTAX 
358, Dec60. 
Estimated expense deductions, Mil- 


waukee & Suburban decision may lead 
to new concept of, Thomas J. Don- 
nelly, Jr., 14TAX204, Apr61. 
Intercompany distributions, Code and 
consolidated Regulations conflict on 
basis after, Leon Hariton, 14JTAX74, 


Feb61. 

Interest, is it deductible only if the 
debt has a nontax profit purpose? 
William H. Harrar, 13JTAX258, Nov 
60. 


Inventory contributions, valuing at mar- 


et for tax benefit opposed by 
Kefauver, 14JTAX78, Feb61. 

Liro Regs. please accountants, dollar- 
value, 14JTAX163, Mar61. 


Loan has real business purpose, Knetsch 


means interest is allowable only if, 
I. Jerome O’Connor, 14JTAX160, 
Maré6l. 

Loans, Supreme Court, deciding Knetsch 


narrowly, leaves question of 3-way 
loans unanswered, 14JTAX5, Jan61. 

Municipals, is the tax exemption threat- 
ened? 13JTAX361, Dec60. 

Natural gas tax benefits cut costs for 
rate purposes, 13JTAX268, Nov60. 
Overhead expenses, many can be cut 
from inventory for tax purposes, Al- 
bert J. Bows, 14JTAX164, Mar61. 
Prepaid income, Streight and Schlude 
fail to follow Bressner analysis of, 
John M. Sullivan, 14JTAX2, Jan.61. 
Property tax, Code now denies double 
deduction for; other new provisions 
in new laws, 13JTAX266, Nov60. 
Revolving credit account, when is it an 
installment account for taxes? Joseph 

M. Mero, 13JTAX361, Dec60. 
Stock warrants, package deal is best for 
lender taking, to sweeten a loan, 


Malcolm E. Osborn, 13JTAX354, Dec 
60. 

Sublet leasehold, sale of, is capital gain; 
Tax Court reversed, Comment by 


Raymond Rubin, 13JTAX267, Nov60. 
COMPENSATION—BOOKS 


Gordon G B, Profit Sharing in Business 
and Estate Planning. A study of 
profit-sharing from the viewpoint of 


employer and employee, covering 
benefits, kinds of plans, financial, 
legal and tax problems. Farnsworth 
Publishing Co., Inc. $3.50. 

Rice L L, Basic Pension and Profit- 
Sharing Plans, Committee on Con- 
tinuing Legal Education (Philadel- 


phia, 1957) 148pp, $3.00 
COMPENSATION—ARTICLES 


Commissions on sales to himself, cases 
taxing an employee on, threaten other 
fringes, by James S. Eustice, 13 
JTAX322, Dec60. 

Congressional tax committees, election 
put 4 new men on, 14JTAX26, Jan61. 

Employee thrift plans: a popular extra 
in the profit-sharing package, Isidore 
Goodman, 14JTAX20, Jan61. 


the most recent significant discus- 


Options outside 421, Regs. on, apply to 
employees only, 183JTAX293, Nov60. 

Pension and profit plans, strict rules 
limit investments of qualified, Isidore 
Goodman, 14JTAX153, Mar61. 

Stock option plans, SEC division report 
scores, 183JTAX293, Nov60. 

Stock options for other than employees, 
IRS withdraws proposals on, 14JTAX 
159, Maré61. 


CORPORATIONS—ARTICLES 


Accumulated earnings cases, Tax Court 
may be confused on burden of proof 
in, John E. Scheifly, 14JTAX141, 
Maré61. 

Boot makes B reorganization impossible 
says CA-9; Turnbow conflicts with 
CA-7. Burton W. Kanter. 14JTAX222, 
Apr6l. 

Business purpose, must 
have? 13JTAX347, Dec60. 

Compensation or dividend? How the IRS 


corporation 


is currently handling salaries and 
fringe benefits of stockholder-execu- 
tives (nine reports), 14JTAX194, 
Aprél. 


Compensation: Don’t forget that past 
services can justify a high salary 
now, Warren C. Seieroe, 14JTAX195, 
Apré6l. 

Compensation: Home entertainment and 
other fringes the IRS is very strict 


about, Andrew Kopperud, 14JTAX 
199, Apré61. 
Compensation: IRS and taxpayers both 


find it hard to get evidence of com- 
parable salaries, Harold H. Hart, 14 
JTAX197, Apr6!. 

Compensation: IRS compromising salary 
cases by threat of pension contribu- 
tion disallowance, Lester M. Ponder, 
14JTAX197, Apré61. 

Compensation: Some IRS districts are 
very active in contesting salary, T&E, 


and surplus, Joseph E. Tansill, 14 
JTAX201, Apr6l. 
Compensation. Taxpayer’s best policy 


is to fight an unreasonable salary dis- 
allowance, Louis L. Meldman, 14 
JTAX198, Apré61. 

Compensation: Valuing noncash fringes: 
care and ingenuity reward the tax- 
payer, Thomas J. Donnelly, Jr., 14 
JTAX202, Apr61. 

Compensation: What is disallowed sal- 
ary—dividend, gift, or simply non- 
deductible expense? Richard D. Hob- 
bet & J. Bruce Donaldson, 14JTAX 
196, Apré6l. 

Compensation: When T&E is disallowed 
to the corporation, what happens then 
to the employee? Everett C. Johnson, 


14JTAX200, Apr61. 

Evasion, proposed 269 Regulations list 
transactions indicating, 14JTAX227, 
Apr61, 

Exchanges with foreign corporations, 
how the IRS regards: Section 367 
rulings, by Frances B. Rapp, 13 


JTAX344, Dec60. 

Family and estate attribution made in 
first 1954-Code dividend equivalence 
case, Norman Sinrich, 14JTAX136, 
Mar61. 

Liquidations, 
takes a_ sensible 
Michael L. 
Mar61. 

Loss carryovers, proposed 382 Regula- 
tions take some doubtful positions on, 
Paul A. Teschner, 14JTAX130, Mar61. 

Multiple corporations, IRS finds sup- 


Tax Court in LaCrescenta 
approach to 337, 
Weissman, 14JTAX138, 


port in courts for attacks on, 13 
JTAX297, Nové60. 
Pelton decision, CA-1 “expressly dis- 


approves” Tax Court’s, Comment by 
John L. Palmer, 183JTAX301, Nov60. 

Rights to income are distributed in 
liquidation, tax planning is_ vital 
when, John P. Miller, 183JTAX194, 
Nové60. 

Small Business Investment Company, 
how tax advantages are obtained from 
a, Richard K. Sell & Robert J. 
Kalupa, 14JTAX66, Feb61. 

Stock redemption, CA-4 rejects Section 
102; Pelton Stee! collapsed, Richard 
L. Greene, 14JTAX68, Feb61. 

Stock-redemption plans, tax traps for 
company and owner lie hidden in 


many, Richard L. Greene, 14JTAX12, 
Jan61. 

Unsettled claims in tax-free merger, 
Carlberg shows possible wey to allow 
for, by David R. Tillinghast, 13JTAX 
348, Dec60. 

ESTATES, TRUSTS G GIFTS—BOOKS 

Beveridge J W, Beveridge Law of Fed- 
eral Estate and Gift Taxation, Cal- 
laghan & Co., (Chicago, 1956-58) 
1644pp, $60.00 

Kennedy L W, Federal Income Tazation 
of Trusts and Estates, Little, Brown 
& Co., (Boston, 1948) with 1953 sup- 
plement. 837pp. $20.00. This is the 
text on the subject; thorough, com- 
prehensive. 

Lasser Institute J K, How to Save 
Estate and Gift Taxes, American 
Research eres a Inc., $5. 

Lasser Institute J K, 53 New Plans For 
Saving Estate and Gift Taxes, Ameri- 
ean Research Council, Inc. (Larch- 
mont, N. Y.) - 

Lasser Institute J K, Estate Tax Tech- 
niques, Matthew Bender & Co. . (New 
York) 1 vol., supplemented, (loose- 
leaf) $27.50. Written by 46 authors. 

Lowndes & Kramer, Federal Estate and 
Gift Taxes, Prentice-Hall, (Englewood 
Cliffs) 

Michaelson A M, Income Taxation of 
Estates and Trusts, Practicing Law 
Institute (New York, 1959) 86pp, $2 

Nossaman W L, Trust Administration 
and Tazation, Matthew Bender & Co., 
(New York) 2 vols., (loose-leaf) 
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